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1938 TEXTBOOKS 
FOR YOUR FALL CLASSES 


CONSTRUCTIVE ACCOUNTING (Revised 1938) 
FEDERAL INCOME TAX (New 1938) 
COST ACCOUNTING (New 1938) 


Instructors throughout the country who know Constructive Accounting and Walton Income Tax 
will find these texts greatly improved and right up to date. Walton Cost Accounting is he modern, 
practical work which scores of instructors of this timely subject have been awaiting. 


Avail yourself of the opportunity to review 


CONSTRUCTIVE ACCOUNTING (Revised 1938) 


‘Constructive Accounting” is designed for first year accounting. The approach to the subject is 
made in a manner that avoids confusion in the student’s mind. He is lead into the various phases 
of accounting without being distracted by the mere mechanics of the subject. 


The various subjects are presented in a simplified style, so thorough that their teaching is made 
a pleasure rather than a task. Ample problem and practice set work is presented to furnish a 
mastery of the principles discussed. 


A section in the revised text has been devoted to a treatment of Social Security and Unemploy- 
ment Taxes and the accounting procedure required in connection therewith. Illustrations with 
suggested forms are included. A comprehensive problem involving Social Security and Unem- 
ployment Tax procedure is presented with the necessary forms for solution. 


FEDERAL INCOME TAX (New 1938) 


Many accounting instructors rely upon Walton for a complete up-to-date Tax Course presented 
in a manner that is designed especially for teaching purposes. The new text is based on the 1938 
Revenue Act. Instructors will welcome the news that the text in the new edition has been entirely 
rewritten, and the type has been set in two-column style for ease in reading. The Problems and 
Questions have been revised and rewritten to conform with the new 1938 Revenue Act. 


COST ACCOUNTING (New 1938) 


In our new ‘Cost Accounting’ the subject is approached with three fundamentals in mind: To 
teach Cost Accounting principles, to train the student in their practical application, and to present 
a thorough discussion of those phases of industrial management necessary to the installation and 
operation of a modern cost system. 


Much of the detail work has been summarized, thereby reducing the written work required of the 
student. The text covers a thorough discussion of the following subjects: 


Scope and Purpose of Cost Accounting; Cost Classification and Control; Specific Order Method; 
Material Procurement; Storeroom and Stores Ledger; Material Used; Materials Control & Ac- 
counting; Labor & Wage Systems; Accounting for Labor; Manufacturing Expense; Selling; Op- 
erating & Financial Statements; Process Costs; Manufacturing Expenses , Departments; Manu- 
facturing Expense Converged onto Production Department; Manufacturing Expense to the Product; 
Standard Costs; Estimated Cost Systems; By-Products & Joint-Products; Depreciation—Interest 
on Investment; Graphic Charts; Distribution Costs; Cost Reports; Cost Reports to Executives. 


Copies of these texts will be sent for 90 days’ examination upon request. 


WALTON PUBLISHING COMPANY 


332 South Michigan Avenue Chicago, Illinois 
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ACCOUNTING IN THE REGULATION OF 
SECURITY SALES 


GEORGE C. 


the enactment of the Securities 

Exchange Act of 1934, creating the 
Securities and Exchange Commission and 
transferring the administration of the Se- 
curities Act of 1933 from the Federal 
Trade Commission. Both Acts, viewed as a 
framework of regulation, implicitly as- 
sume the validity of traditional economic 
premises of securities distribution and 
trading, and the usefulness of the forms 
and mechanisms which had been devel- 
oped to accommodate securities transac- 
tions. The legislation did not seek to 
fashion new instruments of investment 
procedure nor the alteration of basic con- 
cepts of the function of the investment- 
banking process in our national economy. 
The markets, as before the legislation, re- 
main open to the competition of the vari- 
ous seekers of capital funds. The process 
was to be invigorated and fortified by dis- 
semination of information relating to the 
merchandise circulating in the markets. 
Administrative responsibility under the 
Statutes is phrased in terms of protection 
of investors, and administrative authority, 
broadly speaking, is phrased in terms of 
disclosure. 

Disregarding certain provisions of the 
Exchange Act prohibiting practices tend- 
ing to create fictitious values for securities 
and granting the Commission relatively 
broad powers over trading in securities, 
the legislation aims to guide the investor 


ee four years have passed since 


MATHEWS 


in determining what securities to buy, hold 
or sell, by making available material in- 
formation essential to the formation of an 
intelligent judgment. This information is 
furnished in what is called a registration 
statement. 

It is the job of the Commission to deter- 
mine, within the framework of the legisla- 
tion, the general types of facts about 
which information should be provided and 
to create a medium for communication of 
the facts so that their significance and 
meaning are clear. It must search for the 
essential ingredients of disclosure and for 
the means of fitting the theory of disclo- 
sure to the needs of a nation of investors. 
That problem comprehends more than the 
mere drafting of documents; it embraces 
questions of structural organization, ad- 
ministrative procedures, and the discovery 
and employment of mechanisms to enable 
issuers of securities to supply, and the in- 
vestors to digest, information. 

It is inevitable that disclosure will be 
something less than complete; material 
factors which do not lend themselves to 
observation and articulation are not sus- 
ceptible of communication. There is, how- 
ever, a broad area of concrete tangibility 
within which facts may be ascertained and 
correlated into a pattern of relative ma- 
teriality. Both Acts set forth in rather 
broad outline the character and extent of 
information required to be furnished by a 
company filing a registration statement. 
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With the statutory schedules as the foun- 
dation, the Commission has adopted vari- 
ous forms to serve as a means to the 
registrant for furnishing information and a 
medium for the investor to digest the in- 
formation. Aside from exhibits included in 
the registration statement, whose form 
and content are not shaped by legislative 
requirements, a registration statement 
consists of narrative information given in 
response to a series of questions or items, 
and financial statements—chiefly, a bal- 
ance sheet and profit-and-loss statements, 
the greater part of which is summarized in 
the prospectus which circulates among in- 
vestors. The significance and informative 
value of each part is heightened by the 
presence of the others. 

I shall not attempt to estimate or ap- 
praise the effectiveness of the results which 
the Commission has thus far obtained in 
its administration of this legislation. It 
may be worthwhile, however, to discuss, at 
least to some extent, the nature ofthe 
problems encountered by the Commission 
in its attempts to give vitality and signifi- 
cance to the statutory theory of disclosure. 
In doing this, it may be helpful to indicate 
the attitudes of the various professional 
groups concerned with administration of 
the Acts, and the desires of those groups 
to have the Commission’s practice and ad- 
ministrative procedure take a given form. 
In selecting these groups I do not mean to 
slight the importance of the issuer in the 
registration process. The professional 
groups appear in case after case and their 
general attitudes towards the statutes and 
their administration may be approximated. 
The attitude of the issuer,onthe otherhand, 
is difficult to synthesize since it varies from 
case to case, with the particular character 
of the problems confronting that individu- 
al issuer. The attitudes of professional 
groups, conditioned by traditional ap- 
proaches and methods, are somewhat con- 
sistent. What I have to say will unques- 


tionably be subject to the criticisms that 
any generalization invites. 

The three professional groups most 
prominent in the scheme of registration 
and disclosure are the accountants, the 
lawyers, and the engineers. Each of these 
three professions carries into its work with 
the Commission the habits of thought pe- 
culiar to its group. The tools and skills of 
each are ideally suited to enlarging the sig- 
nificance and meaning of disclosure; but 
traditional habits of thought and estab- 
lished relationships, sometimes tend to im- 
pair the effectiveness of professional tech- 
niques. 

Fundamental attitudes of the three 
groups toward the premises the Commis- 
sion should adopt in formulating rules and 
regulations and drafting forms for the sub- 
mission of information seems to spring 
from the ways of thought of the several 
professions. The lawyer wants certainty, 
precision and predictability in the forms 
and in the rules and regulations. He seeks 
the creation of a certain minimum proce- 
dure which, when followed, will place him 
in a position to assure his client that liabil- 
ity will not result. The accountant, on the 
other hand, prefers to supply financial 
statements in response to quite generalized 
flexible rules, the detail of the procedure to 
be followed and the form and shape of the 
financial statements submitted to be left 
largely to his discretion. One need only 
recognize that the principles of the science 
of accounting are in a state of flux and 
rapid development to be hesitant in wrest- 
ing guardianship from the hands of the 
profession. 

It would be unrealistic not to recognize 
the essential difference of the position of 
the two professions. Both respond to the 
performance of creative duties, if only out 
of a sense of professional workmanship. 
But in the lawyer this urge is subordinated 
to the desire for certainty and predictabil- 
ity; one reason why the accountant does 
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not feel this competing need to so great an 
extent is the smaller field of unpredictabil- 
ity which he encounters. When the ac- 
countant does his job he works primarily 
over a limited set of documents and ordi- 
narily has no responsibility for facts occur- 
ring after the date of his certificate. His 
responsibility is for facts which may be de- 
veloped in the course of a rather definitive 
audit program or procedure. Further, the 
regular routine of an audit supplies some 
assurance that he will at least see all the 
facts which he may be expected to disclose. 
The lawyer, on the other hand, has no such 
minimum routine to follow in drafting a 
registration statement. He obtains what- 
ever information the client is pleased to 
put at his disposal, plus whatever his own 
insight or capacity enables him to elicit. 
After the lawyer has completed a fair and 
conscientious job to the best of his ability, 
there may nevertheless be a failure of dis- 
closure of which he is completely unaware. 
The accountant, however, who has done 
his job properly would at the end of his 
examination have made a reasonable veri- 
fication of the material facts which lie 
within his field. 

The engineer, accustomed as he is to oc- 
cupy divers positions toward the subject- 
matter of his work, is largely indifferent to 
the shape and form which registration re- 
quirements may take. One day the engi- 
neer represents a buyer; the next day, a 
seller; and as a day-to-day routine, occu- 
pies the position of adviser to manage- 
ment. No pervasive doctrine of independ- 
ence of engineers comparable to that exist- 
ing in the accounting field has grown up. 
The background of relationship affects the 
contribution of the engineer to the regis- 
tration statement, but it does not lead him 
to urge the adoption of particular rules 
and regulations governing his work. 

The Commission responds to the urge of 
lawyers to have the forms precise and def- 
inite insofar as their subject matter is sus- 


ceptible of precision and definiteness. The 
intricate processes of finance make the job 
of creating a definite and self-contained 
form, consisting of items whose precise 
limits are ascertainable, a deeply perplex- 
ing and difficult task. Recognizing, how- 
ever, that ambiguous and equivocal items 
would elicit a mass of superfluous informa- 
tion which in many instances would serve 
to confuse rather than clarify, the Com- 
mission itself seeks definiteness in the 
forms. 

The engineer presents a problem con- 
siderably simpler than that of the lawyer 
or accountant, involving principally the 
enforcement of well-defined norms and 
standards settled and developed in the 
profession. Expert opinions, matters of 
subjective judgment, may vary, but, for 
the most part engineering techniques have 
become a matter of substantial agreement, 
and it is fortunate that it is these latter 
rather than the controversial aspects of 
the profession which fall under Commis- 
sion scrutiny. We have yet to meet, among 
the articulate elements of the profession, 
any objection to the standards we formu- 
lated in stop orders several years ago— 
that the engineer must follow the norms of 
his profession in making his investigation, 
and use intelligible language in stating its 
results. 

The Commission also responds to the 
accountant’s desire that he should not be 
given a too rigid standard, for it recognizes 
that the practitioner has the first-hand ex- 
perience with actual materials and prob- 
lems of business. The environment itself 
operates as a stimulant to creation and de- 
velopment of accounting principles. The 
books and records of a living business sug- 
gest alternatives to the auditing account— 
possibilities of whose very existence a re- 
viewing administrative body may be 
unaware. And, if several years of adminis- 
tration of the legislation have taught us 
anything, it is that in large portions of the 
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field of accountancy, we cannot predict 
that tomorrow’s case can be adequately 
handled by today’s technique. 

As administrators, we are loath to trust 
our judgment much beyond the particular 
case. We can advance or withhold criti- 
cism on particular facts but we are hesi- 
tant about treating our decision as 
precedent or principle. Every lawyer 
knows the folly of codification in a field 
which has only recently become a province 
of law. Recognizing that the accountant 
has an end identical with our own and a 
far more extensive opportunity, we dare 
not stifle him. Apart from specific applica- 
tions, which I need not at this point dis- 
cuss, we have expressed our attitude 
broadly in our instructions governing prep- 
aration of financial statements of sea- 
soned business—‘‘The registrant may file 
financial statements and schedules in such 
form, order and using such generally ac- 
cepted terminology as will best indicate 
their significance and character in the light 
of the instructions.’’ This is further ex- 
emplified by the Commission’s attitude to- 
wards the accountant’s certificate. Instead 
of attempting to lay down a definite and 
detailed pattern for the accountant’s cer- 
tificate, the Commission has adopted a 
general rule setting forth the requirements 
for its content. The form is left to the cer- 
tifying accountant. However, the detail 
required to be included in the certificate 
should adequately reveal the scope of the 
audit and the opinion of the accountant 
with respect to the financial statements 
and the accounting procedures and prac- 
tices followed by the registrant. 

While the Commission has been able, 
consistent with its own responsibilities, to 
give recognition to the desires of profes- 
sional groups, it has learned that profes- 
sional relationships and attitudes fre- 
quently operate in practice to minimize 
the effectiveness of professional skills in 
contributing to the product of disclosure. 


In the abstract, the aims and desires of the 
professional groups are not inconsistent or 
incompatible with the discharge of the 
Commission’s basic responsibilities. In 
practice, however, the fundamental im- 
pulse which gives rise to the effort to 
cause the policy of the Commission to take 
a given form is often replaced by the effort 
to use the resultant of that policy as a 
means, if not of defeating disclosure, at 
least of diminishing its effectiveness. En- 
vironmental factors in the area of profes- 
sional practice impinge upon and influence 
the subject-matter upon which the expert 
works. 

We have observed that the lawyer plays 
the dominant role in the preparation of 
registration statements. He acts as inter- 
preter, collector of information, and judge 
of the applicability of rules. In practice, the 
lawyer brings to his work in connection 
with the disclosure process his traditional 
attitudes and ways of thought. The desire 
for certainty, precision and predictability 
reflects itself in the lawyer’s method of 
presenting information in a registration 
statement. The impelling urge and atti- 
tude with which the lawyer approaches all 
his work, namely, protection of his client, 
impart a character and tone which fre- 
quently serve to minimize the effectiveness 
of disclosure. Adherence to rule and in- 
flexibility of procedure characterize his 
work in the registration procedure. Those 
portions of the registration statement 
which flow directly from his hand reflect 
the techniques and methods commonly 
employed in his profession. Summaries of 
contracts designed to reveal contractual 
advantages or disadvantages of the issuer 
and summaries of underlying documents 
such as indentures and charters designed 
to reveal the positions of the classes of se- 
curity holders are often only extensive 
quotations from the documents them- 
selves. The material called for by the items 
and instructions is literally furnished. It 
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is questionable whether the average per- 
son is informed by such a procedure and 
doubtful whether rules or regulations can 
be devised to induce lawyers to prepare 
summaries of legal documents which actu- 
ally would serve to inform a reader unused 
to legal verbiage. 

The work of the engineer is likewise af- 
fected by fixed relationships which have 
been established over a long period in the 
environment of his profession. Those 
branches of the profession whose work em- 
braces the observation, measurement and 
estimation of physical quantities, such as 
mining engineers and oil geologists, place 
the engineers in various positions with re- 
spect to the particular objective. These 
positions frequently influence the choice 
of material to be submitted on their au- 
thority in a registration statement and 
prospectus, without the protective features 
which surround that same procedure in the 
environment in which it has grown up and 
developed. These engineers have formed a 
part of the bargaining procedure in the 
purchase and sale of physical assets, and if 
the report of the engineer representing the 
seller has been fashioned by the influence 
of his attachment and loyalty to his client 
the resulting tendency to overstatement 
has been neutralized and opposed by an 
associate representing the buyer. How- 
ever, when the engineer prepares a report 
under the aegis of the seller and there is no 
buyer’s report, the picture of the physical 
assets will probably be one of excessive 
optimism. It is our experience that in the 
disclosure process engineers have not given 
sufficient recognition to the absence of the 
report emanating from the other bargain- 
ing party. 

The engineer has been an adviser to the 
management in connection with the direc- 
tion of operations. The equality of knowl- 
edge of the two parties is such that short 
cuts for communication of technical in- 
structions and recommendations have de- 


veloped and deviations from rigid applica- 
tion of engineering techniques engaged in, 
in recognition of the fact that no one con- 
cerned would be misled or deceived. While 
this is proper in the field of its origin it is 
not enough when informing the public of 
the character and nature of physical prop- 
erty. A report proceeding on the premise 
of rather complete knowledge on the part 
of the person to whom it is directed is not 
adequate as a basis for the exercise of 
judgment by a wholly uninformed lay 
reader. In one case, a report directed to 
the management and based upon recog- 
nized premises for such reports was used 
in a registration statement for a valuation 
placed upon a balance sheet and for a 
claim of known tonnage. In this case the 
engineer, condemned such use of it, and 
expressed the opinion that the claim to 
known tonnage and its use as a basis for 
a valuation figure in the balance sheet 
were unjustified. 

The origin of accounting as a medium 
of informing the management concerning 
the progress and status of the business 
fixes a relationship whose influence over 
the development of accounting principles 
continues with marked vitality. When ac- 
counting, with the growth of large corpo- 
rations, became not only a means of guiding 
management but also a means of informing 
widely scattered owners, no effective ac- 
companying factors sprang up to assure 
the accountant freedom from management 
in reporting to his enlarged audience. 
Gradually the doctrine of independence 
evolved, designed to give assurance to se- 
curityholders of the accuracy and reliabil- 
ity of the accountant’s report. Several 
factors have come into existence and de- 
veloped to mitigate adverse influences 
over accounting practices. The work of the 
New York Stock Exchange, the growth 
and strengthening of accounting societies, 
the creation of departments of accounting 
in our universities, the recognition of the 
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value of accounting by courts, and, finally, 
the creation of various public agencies 
have all operated to some extent to free 
accounting and accountants of their fet- 
ters. It is true, however, that almost all the 
Federal and state agencies are interested 
primarily in the administration of legisla- 
tion, with accounting as a tool or guide, 
rather than interested in the subject mat- 
ter of accounting itself. Despite encourag- 
ing developments, persistent qualities and 
factors of the active professional environ- 
ment operate to handicap both independ- 
ent growth and development of accounting 
principle and wholly independent report- 
ing. Servitudes, less tangible and influen- 
tial than earlier servitudes, though no less 
real, still exist. And in our work we per- 
ceive the results of their influence. 

We have had cases where the books and 
records of the company were maintained 
consistently and substantially in accord- 
ance with sound and recognized principles 
of accounting, and yet the management 
has requested and the accountant has 
adopted practices under which the certi- 
fied statements prepared from these same 
records departed flagrantly from the appli- 
cation of sound principle—even to the 
point where the statements did not truly 
reflect the facts shown in the basic records. 
Principles and procedures followed in prep- 
aration of the statements have sometimes 
been certified by the accountant even 
though, in his opinion, the principles and 
procedures were less satisfactory than oth- 
ers would have been. In other cases in 
which he can find no justification for the 
accounting practices of the registrant, the 
accountant frequently states his excep- 
tions in confusing language. Certainly, the 
certifying accountant should assume re- 
sponsibility for the clear and unequivocal 
declaration of his opinion of the results 
and the principles upon which the state- 
ments are based. The failure of the ac- 
countant to assume this responsibility is 


indicated by the fact that one of the most 
abundant sources of deficiencies in regis- 
tration statements is the accountant’s cer- 
tificate. Ambiguous and noninformative 
expressions of opinion are common. 

These manifestations of environmental 
influences in the work of accountants es- 
tablish definitely the necessity for action 
by the Commission in formulating stand- 
ards governing the preparation and pres- 
entation of financial statements. Though 
we are reluctant to take action which may 
work to stifle the free play of creative 
forces in the active area of the practice, we 
are even more reluctant to let those forces 
be suppressed and distorted. Influences ad- 
verse to the growth, recognition and wide 
adoption of fair principles have thrived 
principally because there has been no im- 
partial authoritative agency to review ac- 
counting material prepared for presenta- 
tion to the public. The pressure of 
competitive factors, in cases, overcomes 
devotion to principle. Stubbornness is not 
likely to be carried to the point of losing 
a client. The Commission may serve as an 
authoritative tribunal to restore the bal- 
ance. But if the accountant is to derive full 
advantage from the existence of an author- 
itative body upon which he may rely, the 
Commission must at times exercise its au- 
thority. The manner of exercise of our 
authority depends largely upon the qual- 
ity of the accountant’s output. We hope to 
avoid rigidity and inflexibility of rules. 
But the Commission will assert its influ- 
ence and exercise its authority to hasten 
the general acceptance of those principles 
which have definitely proved their merit, 
and which, because of environmental fac- 
tors, have not been adopted. We will like- 
wise seek to quicken the abandonment of 
practices identified with the body of ac- 
cepted rules and principles which are 
frowned upon by the better thought in ac- 
counting. 

A recent action of the Commission will 
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serve to illustrate this attitude and ap- 
proach. There have been many complaints 
originating in the accounting profession 
against the use of footnotes in financial 
statements to explain the use of improper 
accounting procedures or to correct the ef- 
fect of items in the financial statements 
themselves. Perhaps the growing opposi- 
tion to the use of footnotes for such a pur- 
pose would eventually evolve or develop 
into a rule of accounting prohibiting and 
condemning the practice. It would occur, 
however, only after a long struggle by 
practitioners against the factors which 
have so frequently tied their hands in the 
past. The Commission on April 25, 1938, 
issued a release on this point in this lan- 
guage: 

In cases where financial statements filed with 
this Commission pursuant to its rules and regula- 
tions under the Securities Act of 1933 or the 
Securities Exchange Act of 1934 are prepared in 
accordance with accounting principles for which 
there is no substantial authoritative support, 
such financial statements will be presumed to be 
misleading or inaccurate despite disclosures con- 
tained in the certificate of the accountant or in 
footnotes to the statements provided the matters 
involved are material. In cases where there is a 
difference of opinion between the Commission and 
the registrant as to the proper principles of ac- 
counting to be followed, disclosure will be 
accepted in lieu of correction of the financial 
statements themselves only if the points involved 
are such that there is substantial authoritative 
support for the practices followed by the regis- 
trant and the position of the Commission has not 
previously been expressed in rules, regulations or 
other official releases of the Commission, includ- 


ing the published opinions of its Chief Ac- 
countant. 


However, it seems to me that, by and 
large, the experts overlook their larger op- 
portunities in the field of disclosure. This 
may be due to unwillingness or it may be 
that it is not deemed by the experts to rep- 
resent an opportunity, and it is probably 
true that they are not alone responsible. At 
any rate the field which I am about to de- 
scribe is one in which they are equipped to 


play a dominant and particularly useful 
part in the production of significant and 
vital informative material. 

Any general form which the Commis- 
sion adopts will turn out in practice to be 
inadequate in particular cases. Material 
factors will fall in the interstices. Beyond 
this, there is an area of material factors 
having influence upon the particular en- 
terprise the ascertainment and under- 
standing of which are beyond the capabil- 
ities of the average intelligent investor. 
For lack of a more apt description, these 
factors may generally be characterized as 
intangibles, although many of them are 
not intangibles but definitely existing facts 
in the totality of the enterprise which do 
not lend themselves to ready observation 
and precise measurement. 

These intangibles are, nevertheless, the 
very factors which may influence most the 
ultimate investment value of a security. 
Were it nor for the existence of these in- 
tangibles, the appraisal of security values 
could always be expressed with almost- 
mathematical accuracy and without the 
need of intelligent judgment on the part of 
the investor. 

The task of the expert, ideally per- 
formed, would be to so present the facts 
that the investor might determine the ex- 
tent to which they may affect his invest- 
ment. Has a new competitive product 
begun to encroach on one field of the cor- 
poration’s sales? The profit-and-loss state- 
ments, if adequate for this purpose, will 
not disguise this fact under mounting sales 
in other fields. Is the value of a patent sub- 
ject to diminution by technological devel- 
opments as yet only in the laboratory 
stage? If the engineering appraisal or sur- 
vey has not considered this question, it 
has fallen short of its full usefulness. The 
management, occupied with the current 
problems of running the business, may 
often be honestly unaware of the existence 
of such factors. But the professional con- 
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sultant, called upon to prepare specialized 
information, has not served the investor if 
he has not pointed out the existence and 
known effect of the long-range intangibles 
which may so substantially affect the in- 
vestment. 

In this field the character and extent of 
the expert’s contribution will depend in 
large part upon his attitude and approach. 
If his attitude is colored by the feeling that 
a literal adherence to the techniques of his 
profession is sufficient, material factors 
will remain unknown to the lay reader, 
and form no part in his judgment of the 
enterprise. 

I know of cases where the expert has 
ranged over all the factors which enter in- 
to the formation of a judgment but has 
stopped short of applying analysis, or has 
expressed his opinion in ambiguous fash- 
ion. It is not enough for the average in- 
vestor to have pointed out to him those 
things which are observable and measura- 
ble. The expert should bring to bear upon 
the facts his expert skills and procedures 
to expose the existence of other critical 
factors. 

I recall one registration statement which 
contained as an exhibit a report of a sur- 
vey of the business of a particular issuer. 
The report undertook to express an opin- 
ion concerning the status of the business 
and the results which might accrue from 
financing. It stated quite bluntly that 
the business was uneconomic and the pro- 
gram proposed to be executed would serve 
only to heighten this uneconomic position. 
It developed that the registrant, at the 
time of filing the registration statement, 
was unaware of the contents of the report. 
Upon being apprised of its nature, he 
sought to withdraw the report and substi- 
tute the report of a second industrial en- 
gineer. The Commission denied withdraw- 
al but made no objection to the filing of 
the second report. The latter was not sub- 
ject to attack on the ground that it mis- 


stated or overstated any of the factors of 
the enterprise; it was subject to criticism 
only in its failure to be informative. It 
added nothing whatsoever to the informa- 
tion already included in the registration 
statement. 

I also recall a registration statement 
filed by a public-utility company. An im- 
portant question in evaluating the securi- 
ties to be offered was the adequacy of the 
water supply for generation of hydroelec- 
tric current. But the only expert opinion 
relative to water supply was an opinion of 
counsel concerning the nature of the title 
to the water rights. The statement as orig- 
inally filed set forth a jumble of factors 
from which an expert might be skeptical as 
to the adequacy of the water supply. Es- 
sential factors were omitted and others 
were stated ambiguously. Certain of the 
ratios indicated to the examining group 
that the water supply might not be suffi- 
cient for the needs of the plant. A deficiency 
was cited, aimed directly at this question, 
resulting in an amendment which set forth 
in clear and unambiguous terms the vari- 
ous conditions, physical and contractual, 
which might operate at particular seasons 
to render the supply inadequate. 

In another report the opinion was ex- 
pressed that the high profits which the is- 
suer was enjoying would invite com- 
petition from others as soon as the 
extensiveness of the profits became known. 
Consequently, he cautioned against the 
expectation of profits in that volume and 
predicted a diminution of profits and a 
period of quite severe competition within 
the industry. 

I do not mean to say that the absence of 
a statement by an expert invariably 
creates a gap in the information necessary 
to the exercise of judgment. In many cases 
the management has knowledge which it 
supplies. In many cases, the observable 
and measurable facts of the business which 
are set forth in the registration statement 
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and prospectus serve to point the proper 
conclusion. Frequently, the examination 
process results in amendments which op- 
erate to a substantial extent to supply in- 
formation on the point or a specific state- 
ment of the nature of the hazard involved. 

It must also be remembered that the 
relation of the expert to the registration 
process, and the conditions under which 
he obtains his work frequently make it im- 
practicable for him to convey full benefit 
of his expert knowledge to investors. I am 
speaking only of the gaps which have to 
be filled and which can be filled, in some 
measure, by the efforts of the Commission 
and by the growth of the professional 
standing of experts. Time will be needed 
for even the imperfect fulfillment of the 
investor’s needs, and for a recognition of 
the expert’s responsbility, not to his client 
alone, but to all those to whom his client 
goes for funds. Evidence is not lacking of 
conflicting claims on the professional 
groups of their clients and of the public to 
whose respect they owe their status. In 
particular cases the interest of client and 
public may seem to be in conflict, but in 
considering the seekers of capital as a 
whole there is little doubt that they will 
benefit by clear statements. 

My comments about the professions 
may have suggested a feeling of unfriend- 
liness. Such is not the case: quite the re- 


verse is true. I have been considering some 
differences of viewpoint in meeting the 
difficulties common to us both. Profes- 
sional groups have given us real help in 
surmounting many difficulties. Account- 
ants have given wholehearted assistance 
to the Commission in designing require- 
ments that would operate to inform in- 
vestors with a minimum of burden to 
industry. Lawyers have given unceasingly 
and unselfishly of their time, both in sug- 
gesting the form for rules and regulations 
and in reviewing the product of our staff. 
Professional societies have been ready to 
do their part in fitting the new legislation 
to the needs of investors. The contribu- 
tions of mining engineers, which resulted 
in many of the best features of the form 
for new mining ventures, is a case in 
point. 

Modern business is technical and com- 
plicated. It uses the labors of unnumbered 
scientists and the accumulated invention 
and experience of our generation. It oper- 
ates on a scale undreamed of in any other 
age, with factories, warehouses and stores 
spread over a continent. It seeks money, 
and within the four corners of a prospectus 
this enterprise must be described to people 
unacquainted with its technique and in- 
expert in the language of accounts. To 
make that description adequate and un- 
derstandable is our common task. 


THE RELATION OF FUNCTION TO PRINCIPLES 


A. C. LITTLETON 


REVIEW of the accumulated criti- 
A cisms of the American Accounting 
Association’s “Tentative State- 
ment of Accounting Principles’’ shows that 
the points made are of two kinds: those 
concerned with various details and those 
expressing fundamental differences in 
point of view. 
Most of the pertinent suggestions as to 


details may be called editorial criticisms: 
vague phrases, words not likely to be 
widely understood, poor arrangement of 
materials, unexplained inconsistencies be- 
tween different items, propositions given 
the status of principles when they are no 
more than corollaries, definitions, or ap- 
plications of principles. 

The pertinency of these criticisms is 
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readily acknowledged. Vagueness should 
be eliminated and words carefully chosen, 
with definitions being given in many cases. 
But it would be a mistake to present com- 
plex ideas by trying to use only familiar 
words in their commonly accepted mean- 
ing. Accounting is a technology; it has long 
been under a handicap from using words 
in a quasi-technical sense which had com- 
monly understood meanings. What was 
thought to be obscure wording in the 
Statement may have been an attempt to 
avoid the more conventionalized terms in 
favor of less technical phraseology. Incon- 
sistencies should, of course, be explained 
or removed; sections should perhaps be 
rearranged and the significance of the 
several propositions made clearer by addi- 
tional text; and some basis should be 
found for distinguishing principles and 
applications of principles. 

The criticisms also raise more funda- 
mental issues. For example: Are account- 
ing principles related to the function of 
accounting, and if so, what is that func- 
tion? Are accounting principles to restrict 
or liberate managerial freedom to deal 
with changing conditions? 

The critics who raise the issues here 
compressed into two questions apparently 
have not fully understood the point of 
view represented by the Tentative State- 
ment. Perhaps this was unavoidable under 
the circumstances; the Statement was 
avowedly tentative and obviously brief in 
its explanatory text. It could have been 
made clear, for example, that this was not 
designed as a summary of practices cur- 
rently acceptable to accountants. The 
practices that are acceptable at any given 
time are not thereby made good practices. 
It could have been made more evident that 
the selection of propositions did rest upon 
a conception of the function of accounting, 
and that the omission of other possible 
conceptions of function was made ad- 
visedly and not inadvertently. Perhaps it 


could have been more plainly indicated 
that financial management had often 
shown a tendency to mold accounting to 
its wishes or to utilize advantageously, 
within the boundaries of the law, the 
weak spots in accounting theory and 
practice, and that asa result it seemed best 
to advocate high accounting standards 
which could be an index of good manage- 
ment rather than to cling to practices said 
to be accepted because they were in use. 

It may be appropriate, therefore, to ex- 
press a personal view, for I do not presume 
to speak for the Association, of the func- 
tion of accounting which is implicit in the 
Tentative Statement. If these views of 
function are correct, then high accounting 
standards may indeed exercise some moral 
restraint upon management’s freedom to 
do as it pleases in accounting matters. 
Such a restraint would derive its force 
from public opinion rather than from 
laws or regulations; and public opinion 
would be expressed through the practices 
preferred by unbiased public accountants 
and informed, conscientious corporation 
executives. 

In discussions of function there is a 
tendency to confuse central purpose with 
possible uses. The uses to which account- 
ing data may be put are many and diverse; 
obviously, principles and procedure can- 
not be oriented equally well to all uses, 
nor can each use have its own set of prin- 
ciples and procedure. It may be said that 
accounting serves several purposes. If 
some of these purposes are in conflict, as 
they are very likely to be, accounting is 
then pulled this way by one interest and 
that way by another, and as a result we 
cannot say, as we ought, “that a corpora- 
tion’s financial statements are continu- 
ously in accord with a single coordinated 
body of accounting theory.” A single co- 
ordinated body of theory must have one 
unifying core, one central purpose, one 
primary function. 
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It is confusing, therefore, to propose 
that accounting has at the same time a 
protection-of-equities function, a control 
function, and a records function. If these 
three are separate, it is to be expected 
that each has its own body of theory and 
that several principles in each may be in 
conflict with some of those in the other 
bodies of theory. If they are three phases 
of one central purpose, however, a single 
codrdinated body of theory becomes a pos- 
sibility. 

I believe that the Tentative Statement 
is oriented to the basic function of ac- 
counting, and that any other asserted 
functions or uses of accounting are im- 
plicit within that core function. Actually 
there are not three separate functions: 
protection, control, and record; nor are 
there two separate functions: calculation 
of net income and valuation for financial 
condition. I conceive of accounting as 
built about a single function: to supply 
dependable, relevant information about a 
business enterprise. When relevant infor- 
mation has been properly collected, re- 
corded, tested, summarized, and reported 
under the guidance of a single codrdinated 
body of theory, accounting has fulfilled 
its function. In doing so it stands ready 
to serve management, owners, investors, 
government, and all other pertinent inter- 
ests. But its power of service is limited by 
the power to interpret which the several 
interests may or may not have. If account- 
ing seems not to serve some interests well 
enough, it is just as logical to advise a 
better understanding of accounting as to 
suggest changes in accounting to meet the 
special interest. 

I believe that the asserted three func- 
tions of accounting are in reality only one. 
Consider ‘‘control’”’; it carries the idea of 
power of decision and authority to change, 
and decision must, or should, rest upon 
dependable, relevant information. But 
there are two lines of control in a corpora- 


tion: the administration of an enterprise 
and the investment or withdrawal of 
funds. Administrative control is exercised 
in providing an acceptable economic serv- 
ice at a cost below what the market will 
pay ; funds control is exercised, in the sepa- 
rate interests of the individuals and by the 
individuals who supply the funds, by 
freely investing, declining to invest, selling 
an investment to another, and by voting 
or refraining. If administrative control of 
the enterprise as a producing economic 
unit is effective, those who supply the 
funds are benefited and protected. If ad- 
ministrative control is not effective, those 
who supply the funds can exercise their 
power to change some of the conditions. 
Investor control, therefore, is secondary, 
acting remotely from actual economic pro- 
duction and only indirectly, that is, 
through management as an intermediary. 
Finance alone cannot produce acceptable 
economic service; it furnishes one impor- 
tant means of producing service, but there 
is need in addition of labor and manage- 
ment. Those who furnish funds reap some 
of the benefits of economic productivity, 
but others take benefits also in wages, 
commodities, and taxes. 

Protection of equities is, therefore, not 
a separate function of accounting, for 
protection is only one phase of control. It 
is not the central function of accounting 
because accounting revolves about the pro- 
duction of a service as a focus, and invest- 
ment benefits or not according to whether 
production of acceptable service is success- 
ful or not. 

The effectiveness of administrative con- 
trol rests in a large measure upon the avail- 
ability of dependable, relevant informa- 
tion about the enterprise. It is the task of 
accounting to furnish most of that infor- 
mation. The effectiveness of financial con- 
trol by investors likewise rests upon infor- 
mation about the enterprise. It is the 
task of accounting to furnish most of that 
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information also. The information fur- 
nished is drawn from accounting records. 
But recording is not a separate function; 
it is a method of dealing with the neces- 
sary data. Most records are not made for 
their own sake, but only because they 
contribute to the central function of ac- 
counting. Control is a function of manage- 
ment and of investment, not of account- 
ing. Accounting information is the basis 
of decisions in control and is not the con- 
trolling act itself. Protection of equities 
is a use of accounting data; protection 
involves acts and decisions based perhaps 
on accounting information. But account- 
ing is not of itself and by itself protective. 

I conclude, therefore, that accounting 
has one function—to furnish dependable, 
relevant information about business 
enterprise. The data have many uses, but 
uses do not constitute functions. The data 
have a source and a mechanism for collect- 
ing, summarizing, testing, reporting. But 
the mechanism—records, auditing, finan- 
cial statements—do not constitute a func- 
tion. They are a means of permitting the 
function to operate. The test, therefore, is 
not whether a principle is coercive and 
penalizes violation, but whether a prin- 
ciple is a guide to truth and its application 
produces truthful results. 

At this point the question will be raised: 
It is the function of accounting to supply 
what information? There lies the real issue 
in the discussion of resting principles 
upon function. 

The first reaction to the question would 
probably produce this answer: Informa- 
tion regarding present financial condition 
and the results of the period’s operations. 
This, however, is an incomplete answer; its 
conventionalized phraseology leaves much 
to be desired. On its face, “financial con- 
dition” means ability to pay debts, and 
“operating results” means net income (or 
loss) earned by carrying on the recurring 
activities of the enterprise. The answer is 


incomplete because there are two separate 
series of information, because the two are 
no longer wholly integrated to each other 
as the old balance sheet and loss and gain 
statement used to be, and because between 
financial condition and earning power is a 
‘no-man’s land” of capital surplus and 
appreciation surplus, of capital gains and 
losses, of extraordinary, non-recurring 
debits and credits, of asset write-downs 
and write-ups of obsolescence recognized 
or blinked as seems expedient, of deprecia- 
tion allowances varied according to the 
will of management—a no-man’s land sub- 
ject only to the forces of public opinion. 
It is not enough to say that accounting 
should furnish information about financial 
condition and operating results. 

I think it is the philosophy of the Tenta- 
tive Statement that public opinion—con- 
scientious corporation executives and un- 
biased public accountants—can subject 
this “in-between area” to suitable correc- 
tives once that opinion is sufficiently in- 
formed and energized. That has been the 
avenue through which accounting im- 
provements in reporting earning power 
and financial conditions have been effected 
in the past, rather than by the route of 
laws and regulations, and there is no 
reason to doubt that it can be as effective 
again in finally establishing order and 
clarity in this new “middle ground.” 

The answer to the question of what in- 
formation accounting is to supply as its 
function, then, is not to be found in two 
financial statements serving different in- 
terests. It is necessary that the principles 
or standards which guide the collection 
and reporting of information shall be 
unified about one central theme, and that 
whatever forms be used in reporting that 
information shall have unity in relation to 
the same central theme. 

That central theme is found in the eco- 
nomic activities of the enterprise, the 
acquisition of various products and serv- 
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ices from others, the conversion and utili- 
zation of those services in forming new 
services, and the disposition to others of 
the resulting new goods and services. In- 
formation regarding these activities is 
essential to all interests, especially to 
management and investors—to manage- 
ment because successful disposition of 
product depends upon successful manipu- 
lation of services acquired, to investors be- 
cause successful disposition of product is 
the key to investment decisions. 

In time investors will learn that the clue 
they seek is in the history of a corpora- 
tion’s earning power and not in a state- 
ment which seems to tell them the book 
value of their securities, for the latter is 
merely another way of saying liquidating 
value, if liquidation of the enterprise were 
accomplished at this moment without 
change in any details. But it is perfectly 
understood that liquidation of the enter- 
prise is not contemplated and would not 
yield these results if it were carried out at 
this time. Hence the balance sheet figures, 
as a clue to investment value, are the 
nearest hypotheses. 

Accounting principles and practices can 
help the time to arrive when investors 
will study earning power; and a statement 
of principles should be formulated in part 
to that end. 

The information in question needs to 
be based upon objective, verifiable facts 
in order to be dependable. The most suit- 
able objective, verifiable facts are price- 
aggregates of specific transactions between 
independent parties (historical costs). 
These are objective in that they are meas- 
urable; they are verifiable because they 
are supported by two independent but 
corroborating lines of evidence, that of the 
buyer and that of the seller; they are de- 
pendable because they rest upon mutual 
agreement between independent parties, 
each acting in his own interest. 

There is only one price which meets 


these conditions: historical cost, including 
in the term both the price of acquiring 
services and the price of selling services. 
“Value” should therefore be a term hon- 
ored by complete omission from state- 
ments of accounting principles. 

The function of accounting underlying 
the Tentative Statement then is a single 
function: to supply dependable, relevant 
information regarding the bargained-prices 
of transactions between an enterprise and 
the outside world, and the matching of 
these costs-prices and revenues-prices 
within fiscal periods. 

With this as its central theme, account- 
ing becomes clearly a special statistical 
regime and its principles should be con- 
ceived accordingly. They must provide: 
(1) relevancy (related to a definite enter- 
prise), (2) objectivity (measurable, identi- 
fiable), (3) homogeneity (real transactions 
between independent parties), (4) relia- 
bility (verifiable, tested), (5) intelligibility 
(full disclosure versus obscuring omis- 
sions). 

Beyond principles which conceive of ac- 
counting function as an information-serv- 
ice and of accounting as a quasi-statistical 
methodology, there lies interpretation. It 
is outside of the province of accounting 
principles to deal with interpretation. The 
conclusions one draws from accounting 
data, once it is as complete as we can make 
it and disclosed as clearly as we can devise, 
are individual, depending much more 
upon the understanding and skill of the 
interpreter than upon the accounting data 
available. 

The approach to interpreting financial 
statements is found in the field of invest- 
ment analysis. But now and again finan- 
cial interpretation is presented as if it were 
a part of accounting, though accounting 
is essentially a reporting. For example, 
violently fluctuating price levels raise a 
question of the comparability of prior 
items and recent items in accounts repre- 
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senting the same kind of goods but differ- 
ent cost prices. And we are tempted to 
consider index number adjustments as an 
aspect of accounting. Again, we feel that 
financial statements will be more intelli- 
gible if the significant items are expressed 
as ratios and turnovers. And therefore we 
wish to add ratios as a part of accounting. 

Generally, however, index numbers and 
ratios are recognized as devices to aid in 
comprehending the message which ac- 
counting statements contain. They are, 
therefore, usually considered merely as 
adjuncts to accounting and not a part of 
its procedure or under the control of its 
principles. 

But regarding the treatment of current 
assets there is less agreement as to whether 
they should be carried at unamortized 
cost and interpreted as their replacement 
price varies from cost, or valued at the 
lower of cost or market (receivables less 
allowances for collection losses) as a part 
of the accounting process. In other words, 
are allowances for bad debts, inventory 
and security price shrinkages, and unrec- 
ognized obsolescence, in the nature of cau- 
tious anticipations of the future, not yet 
actually tested in actual transactions, and 
hence “interpretations” like statistical 
averages of past experience, or are the de- 
ductions really “expenses” as much as the 
wages paid and the cost of products sold? 

The usual practice is to incorporate the 
desired treatment into accounting proce- 
dure. This introduces an inconsistency into 
accounting which plays havoc with any 
attempt at a single codrdinated body of 
theory. We have then an alternative: if 
theory is to be coédrdinated (consistent), 
we must exclude such allowances as inter- 
pretations with which accounting prin- 
ciples are not required to deal, or we must 
justify the allowances as expenses on some 
grounds which will put them under the 
control of the accounting principles cover- 
ing other expenses. 


Little effort has been made so far in 
the literature to avoid the charge of incon- 
sistency in accounting theory in this re- 
spect; no concerted movement has ap- 
peared to bring these deductions into the 
same theory-category (expense) as other 
deductions from revenue, or to separate 
loss from unsalable merchandise from the 
effect of lower replacement prices. 

The Tentative Statement has done but 
little toward solving this dilemma, for the 
usual inconsistency appears there, as 
several critics point out, without an ex- 
planation being offered. But the State- 
ment has taken a step which might well 
be followed up: it has taken a stand for 
associating all recognized losses with the 
recognized expenses, at least to the extent 
of placing them both in the income state- 
ment, though in separate sections. 

If this thought were extended, it might 
be possible to develop a theory of “risk 
expenses”: risk of uncollectible debt (re- 
ceivables and securities), risk of unsalable 
merchandise, risk of depreciated currency, 
risk of unrecognized obsolescence, risk of 
uninsured destruction or theft of property. 
(Is not insurance premium a “risk ex- 
pense’’?) Such a theory would go a long 
way toward bringing costs, expenses and 
losses—that is, all asset diminutions ex- 
cept capital withdrawals and debt repay- 
ments—into a similar relationship to 
revenue and hence within the controls of 
consistent accounting principles, and to- 
ward excluding mere price fluctuations 
from current assets as well as from fixed 
assets. 

But such a theory would rest in turn 
upon the theory that the profit calculation 
for a fiscal period was not complete and 
dependable until all risks predictable by 
experience had been covered out of reve- 
nue. 

Is this the nature of profit? Is not profit, 
in part at least, a return for taking risks? 
Is not the amount of profit influenced by 
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avoiding the results of risk rather than by 
making anticipating allowances? If the 
effect of risk is covered by these revenue 
deductions, does not skillful avoidance of 
risk produce a profit above the reported 
amount remaining after the calculated 
deduction for risk expense? Is not the 
profit from avoided risks a measure of 
managerial skill (wages of management)? 

Finally, is business profit not an insepa- 
rable mixture of interest, managerial wages, 
return for risks, and accidental gains? Can 
accounting, as an instrument of measure- 
ment, working as it must with the prices 
of closed transactions as its objective data, 
ever hope successfully to isolate the eco- 
nomic factors of wages, interest, conjunc- 
tive gains as an established part of its 
regime? 

These questions may raise grave doubts 
whether a theory of risk-expense can be 
devised to justify the accepted treatment 
for allowances. If such a theory cannot be 
devised, consistency within accounting 
principles cannot be achieved unless the 
other alternative be chosen, that is, to 
carry all assets at unamortized cost, but 
interpreted by disclosure of pertinent col- 
lateral facts as to expected shrinkages, 
market prices, etc. And if accounting prin- 
ciples cannot be consistent, they cannot 
be brought into a single codrdinated body 
of theory as a solid point of departure for 
interpretation. I am not ready to concede 
that a single codrdinated body of account- 
ing theory is impossible of construction; 
it has not been fought over long enough 
yet. But the treatment of current assets 
is one of the issues to be settled. 

Such a body of theory need not seek to 
change the practice of reporting current 
assets at less than historical cost. Basic 
theory can be consistent in holding that 
current-assets, like other assets, are costs, 
that is, bargained prices carried forward; 
but the application of basic theory need 
not restrict the reporting of current assets 


of unamortized cost. It is only necessary 
that all who deal with financial statements 
shall understand that the figure for cost is 
historical and the figure for less-than-cost 
is interpretation. Properly to express this 
distinction on the balance sheet it is 
merely necessary to show cost, allowance 
and less-than-cost, rather than to state 
only the latter with a notation of “the 
lower cost or market.” 

These considerations, I believe, explain 
that section of the Tentative Statement 
which, without being set up as one of the 
principles, suggests the underlying point of 
view of the whole: 


A history of cost and cost amortization is a 
consistent record of actual occurrences measured 
according to an intelligible formula, and con- 
stitutes an essential starting point in financial 
interpretation. For this reason accounting is not 
a process of valuation but a methodology for the 
allocation of historical costs and revenues to the 
current and succeeding fiscal periods. 


The emphasis given to historical cost 
throughout the Statement raises the criti- 
cism of undue restriction upon the freedom 
of management to deal with changing con- 
ditions. It is felt that because management 
is given great responsibility it should have 
wide authority to act upon its best judg- 
ment in discharging that responsibility. 
Corporation law places few restrictions 
upon asset revaluations, apportionment 
of share consideration, reacquisition of 
shares, determination and treatment of 
losses, restatement of capital, etc. Why 
should accounting principles create restric- 
tions beyond those instituted by the law? 
The answer is, I think, that standards 
enforceable by public opinion should be 
above the minima established by law to 
bring about prohibition or punishment if 
exceeded. 

Since the auditor can only report the 
things that happen, why should account- 
ing principles be any broader than may be 
necessary to emphasize full disclosure? 
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The answer is, that accounting principles 
are not oriented to the auditor’s duty, but 
to standards of corporation accounting 
and reporting; they constitute a basis for 
the auditor’s judgment regarding the ac- 
ceptability of the corporation’s report. 
The auditor’s duty would presumably be 
described under “Auditing Principles” 
rather than under “Accounting Prin- 
ciples.” 

The critics feel that the emphasis on 
historical cost implies an unchanging re- 
porting of that figure alone; such rigidity, 
therefore, would preclude adjustments of 
security structure. But neither accounting 
principles, accounting practices, nor ac- 
counting public opinion can of themselves 
prevent management under the law from 
making any of these adjustments. *They 
can only make it evident that revalua- 
tions, restatements of capital, and other 
similar adjustments are departures from 
the objective base of verifiable bargained 
prices between actually independent par- 
ties; that once the connection with objec- 
tive facts is severed, we are adrift in a 
sea of opinion and conjecture; that opinion 
may be anywhere between carefully can- 
vassed facts and wishful thinking, and 
conjecture may be anywhere between that 
based upon cautious study of the long-run 
and that based on passing fancy regarding 
the short-run; that we cannot afford to 
break away at will from “an intelligible 
formula”’ for allocating costs and revenues 
in the calculation of profit, without sub- 
stituting some equally dependable guide 
if it is truth we seek. 

The central question here is how far 
management can go in restating previous 
accounting facts (cost) by substituting un- 
corroborated personal opinion of values 
for amounts that have been objectively 
determined in actual transactions in the 
market. It is no doubt beyond the province 
of accounting principles to draw the lines 
separating, (1) actual purchase and sale 


between really independent bargaining 
parties, (2) exchanges between legally 
separate, though centrally controlled, cor- 
porations, and (3) the restatement of ac- 
counting values by management fiat. 

Here are three ways in which the items 
in the financial statements may be derived. 
They cannot all be equally authoritative; 
if any or all of the methods are used ina 
given statement, the report can hardly be 
said to rest upon a consistent application 
of an intelligible formula. 

Accounting principles are perhaps quite 
incapable of properly drawing distinctions 
between (1) a value tested by really inde- 
pendent bargaining, (2) a value legally es- 
tablished only by quasi-independent bar- 
gaining, and (3) a value not tested at all 
but resting at best upon some asserted 
analogy with certain collateral conditions 
outside of the enterprise. Although the 
function of accounting is to provide de- 
pendable, relevant information to inter- 
ested parties, information which derives 
its force from being objective, verifiable 
and accumulated according to intelligible, 
consistent theory, accounting can place 
no restriction upon management’s decision 
to rest its reported figures upon any chosen 
base, for management can disregard ac- 
counting standards. But accounting stand- 
ards should have something to say about 
the way such information should be re- 
ported to the public so that the circum- 
stances and responsibilities of the case 
may be clearly revealed to the reader. 

I believe it is for reasons like these that 
the Tentative Statement attempts to 
direct corporation accounting practice to- 
ward a clear distinction between income 
accounting and capital accounting. In- 
come accounting will clearly report all of 
the results of administering the assets of 
an enterprise in furtherance of its eco- 
nomic purpose; capital accounting will 
clearly report all of the results of adminis- 
tering the equities of an enterprise, and in 
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addition should indicate in a suitable 
manner the probable effect of those finan- 
cial changes upon future calculations of 
cost, revenue, and net income. 

The Statement is not designed to be 
restrictive upon managerial freedom, un- 
less it be considered restrictive to urge a 
clearer reporting of actual happenings and 
a clearer acceptance by management of 
the responsibility for such departures from 
standard as may be dictated by acceptable 
reasons. 

It will be found upon careful examina- 
tion that the propositions which propose 
to carry all losses and gains through the 
income report are restrictive only in the 
sense just mentioned. Instead of writing a 
new definition of income and obscuring the 
long-sought concept of recurring earning 
power, the Statement supports and 
strengthens that concept as basic to most 
of the problems of those who use financial 
statements. This it does by providing for 
the clear association of earning-power 
figures with the figures for other asset 
changes not part of the picture of earning 
power. The reader’s confidence in reported 
earning power will be strengthened by the 
clear indication that earning power figures 
have not been “‘improved”’ by the inclu- 
sion of non-recurring gains, for the latter 


are plainly stated separately in a manner 
all may understand. Confidence will be 
increased likewise by the clear indication 
that provision has been made for including 
all recurring expenses, costs, and losses 
reasonably associated with recurring reve- 
nues, and that none of those expenses, 
costs, and losses have been treated in a 
manner calculated to “improve”’ the earn- 
ings. 

The reader’s confidence in financial 
statements will also be strengthened if 
report is made in one place, as in the two- 
section income statement, of all new fac- 
tors affecting surplus available for divi- 
dends. It will then be plainer that balance- 
sheet surplus is a poor basis for continued 
dividends if all costs and losses are not 
being covered currently; it will be plainer 
that recurring earnings or earnings per 
share are not dependable bases for divi- 
dends if there are non-operating losses and 
gains that have to be considered along 
with operating earnings. 

The Statement attempts to make clear, 
among other things, that there is a dis- 
tinction between earned income and total 
profit, and that full understanding of the 
situation will be helped, not hindered, by 
reporting both together but without mask- 
ing the identity of either. 


THE CORPORATE-ENTITY FICTION AND 
ACCOUNTING THEORY 


GEORGE R. 


commonly regarded as a distinct 
entity,! a being separate from the 
natural persons whose coexistence is essen- 
tial. It is recognized, of course, that the 
corporate entity is a fiction, an artificial 
personality, that it lacks objective reality, 


T= MODERN business corporation is 


14 Wheat (U. S.) 518. Kent’s Commentaries, 267. 


HuvusBAND 


and that it possesses no power to act or to 
direct action. In the final analysis, the 
corporate entity is a legal concept em- 
ployed to justify utilitarian conduct. An 
association of persons, lacking in legal 
entity, could, and in some cases does, own 
property in its own name, could sue or 
be sued, possess a continuity equal at least 
to that of a large majority of corporations 
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and even be granted the privilege of 
limited liability without being personified. 
But it has appeared desirable, in the main, 
that such privileges be granted to an asso- 
ciation only when it takes on the guise of 
entity, when it comes into being upon the 
basis of a specific grant by the state, and 
is to be regulated by special statutory pro- 
visions. The corporate fiction was probably 
first advanced, for the benefit of the indi- 
vidual participants. That it facilitates the 
process of regulation and taxation, how- 
ever, and contributes to the protection of 
the public appears to be partly responsible 
for its persistence. 

The fiction is most logical when re- 
stricted to certain of its legal aspects. 
While the corporation has contributed 
much to economic development, it is not 
fundamentally an economic entity; nor is 
the legal corporation fundamentally an 
accounting entity.” For purposes of eco- 
nomics® and accounting, the corporation 
might well be viewed as a group of indi- 
viduals associated for the purpose of busi- 
ness enterprise, so organized that its af- 
fairs are conducted through representa- 
tives. Numerous illustrations may be 
cited of instances in which this latter, or 
representative, viewpoint has been taken 
even by the law and the courts and in its 
attempt to control the development of 
trusts, the law has frequently found it 
necessary to go behind the corporate fic- 
tion and prescribe penalties for corporate 
officers as well as for the corporation.’ The 


? From the accounting standpoint, it is the entity of 
business enterprise which is of importance. In this re- 
spect, the accountant’s interests are identical in the 
case of the sole-proprietorship and the partnership. The 
concept of corporate entity merely lends support to the 
drawing of a more definite circle than in the case of the 
sole-proprietorship and the partnership. 

’ The economist’s debate as to the identification of 
the entrepreneur may be referred to in this connection. 
See Berle and Means, The Modern Corporation, Book 
IV, Chaps. I, II, IV, and Garver and Hansen, Prin- 
ciples of Economics, Chap. 4. 

* Seager and Gulick, Trust and Corporation Problems, 
pp. 28-30. 

5 Among others: The Act to Regulate Commerce 


income-tax law and regulations dispense 
with the corporate entity in the principle 
of constructive ownership,® in the imposi- 
tion of a tax upon corporations for im- 
properly accumulating surplus’ and of a 
surtax on personal holding companies.’— 
And the argument is frequently advanced 
that the corporate-surplus tax improved 
the equity of the tax system by reaching 
wealthy individuals who, were incorporat- 
ing their property as a means of securing 
lower rates of taxation. The courts, too, 
have often found it necessary to go behind 
the theory.® The Pennsylvania rule’® gov- 
erning the division of a stock dividend be- 
tween a remainderman and a life tenant 
provides an excellent illustration. Ac- 
counting theory would probably be more 
realistic if it accepted as its basis the fact 
that the corporation is an association of 
flesh-and-blood persons who enjoy special 
privileges because they have complied 
with certain legal requirements. 


RECORDING THE INVESTMENT 
IN A SUBSIDIARY 


The accountant has eagerly accepted the 
entity theory, primarily, one suspects, be- 
cause of its definiteness in circumscribing 
the business as an enterprise and thus 


(1887) Sections 8, 9, and 10, and its amendment of 
1889; The Elkins Act (1903); The Hepburn Act (1906); 
The Clayton Anti-Trust Act, Section 14. 

6 Section 24, b, 2A (Act of 1937). 

7 Section 102 (Act of 1937). 

8 Sections 351-360 (Act of 1937). 

® In the Standard Oil Trust case (49 Ohio 137) of 
1892, the Ohio Supreme Court declared that “On a 
question of this kind, the fact must constantly be kept 
in view that the metaphysical entity has no thought or 
will of its own; that every act ascribed to it emanates 
from, and is, the act of the individuals personated by it, 
and that it can no more do an act or refrain from doing 
it, contrary to the will of these natural persons than a 
house could be said to act independently of its owner; 
and when an act is ascribed to it, it must be understood 
to be the act of the persons associated as a corporation.” 
The courts have discarded the entity mainly when 
fraud has been involved. ‘ 

10 Kerrigan, H. D., “Stock Dividends in Trust Dis- 
tributions,” the AccouNTING REvIEw, June, 1937; 
Underwood, W., “The Legal Status of the Claim of 
the Preferred Stockholder to Dividends,” p. 57, Un- 
published Master’s Thesis, Wayne University. 
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separating business from personal trans- 
actions and the transactions of one business 
from those of another, and because of the 
situs of legal title. His treatment of various 
accounting problems has not been entirely 
consistent with this viewpoint, however. 
An illustration is found in the accounting 
procedure sometimes followed in main- 
taining the record of a holding company’s 
investment in its subsidiaries. It is not 
exceptional for the accountant to ignore 
the boundaries of entity and, subscribing 
to the accrual method," take up a proper 
proportion of the profits or losses of sub- 
sidiaries on the books of a holding com- 
pany. The accountant denies, however, 
that the same procedure is justly applied 
to the records of the small investor. Legal 
entity is just as real in both cases; in fact 
the parent company frequently forms sub- 
sidiaries to obtain legal benefits attaching 
to the separate entity. The difference be- 
tween the two situations is one of practi- 
cality. When a holding company owns 
from 80 per cent to 100 per cent of the 
stock of a subsidiary, there certainly is a 
greater degree of justification for treating 
the two as one accounting identity than 
for accruing a proportionate share of a 
corporation’s earnings where a stockholder 
owns only one-sixty-fourth of 1 per cent 
of the total stock outstanding. The accrual 
method, nevertheless, is consistent with 
an underlying representative or associa- 
tion viewpoint, while the accounting treat- 
ment accorded the investment of the 
small stockholder is consistent with and 
justified by the theory of separate entities. 
The two procedures are therefore theo- 
retically different. This fact in itself is of 
no significance except for the implications 


1 Finney, H. A., Principles of Accounting, Vol. II, 
Chap. 49; Kester, R. B., Advanced Accounting, p. 687; 
The Accountants’ Handbook, pp. 1047-48, does not ac- 
cept the accrual method with enthusiasm; The Ameri- 
can Institute of Accountants’ “‘Statement of Accountin; 
Principles” (pp. 69-70) appears to approve the accrua 
method for losses but not for gains. 


of the two divergent concepts as respects 
the understanding and treatment of gen- 
eral accounting problems. 


COMPUTATION OF BOOK VALUE 


The method followed in determining the 
book value of the stockholders’ interests 
affords a second illustration of a situation 
in which the accountant violates the logic 
of the entity theory by an implicit accept- 
ance of the representative or association 
viewpoint. Consistent with the entity 
theory, it is usually contended that the 
income of a corporation does not consti- 
tute income to its stockholders; yet, when 
this same income is credited to surplus, it 
is added to the stockholders’ interest as 
portrayed by the capital-stock account to 
secure the stockholders’ total equity. But 
how can that which is not the stockholders’ 
equity as income justly become the stock- 
holders’ equity as surplus? Or, to put the 
question somewhat differently, how can 
that which is not the stockholders’ equity 
as income become the stockholders’ equity 
as savings or capital? What magic betwixt 
income and surplus is the cause of such 
transformation? It would appear that if 
the income of the corporation is not the 
income of the stockholder, the resulting 
surplus is the equity of the corporate en- 
tity and not of the stockholders. And con- 
sistency with the equity viewpoint would 
demand that earned surplus be excluded 
in computing the book value of the stock- 
holders’ interest. Obviously, this conclu- 
sion is difficult to accept. It is, however, no 
more fictitious than the corporate entity. 

The representative or association view- 
point appears more in keeping with reality. 
Income of the corporation is income, pro- 
rata, to the respective stockholders,” ir- 


12 It may be suggested that the representative or as- 
sociation viewpoint is a much more logical and equi- 
table approach to the problem of taxing the corporation 
where the ability theory of taxation prevails than is the 
entity viewpoint. The consent-dividend of the 1938 
Income-Tax Act is a definite step in the right direction. 
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respective of the practicality of recording 
it as such. Surplus is therefore properly 
considered a portion of the stockholders’ 
equity and is justly included in computing 
the book value of the stockholders’ inter- 
ests. The situs of legal title to the cor- 
porate assets is sometimes offered in oppo- 
sition to this viewpoint. On the basis of 
legal title, however, it appears that the 
stockholders must be regarded as a spe- 
cies of liability, since the legal title to all 
of the assets is in the corporation. On the 
other hand, it is also true legally that the 
stockholders’ equity increases as the cor- 
poration succeeds. The market recognizes 
this fact. Further, it is questionable 
whether the fact that legal title to assets 
in the corporation is sufficient to deny 
the stockholders’ claim to income without 
reifying a legal or metaphysical concept. 
In the North River Sugar Refining Com- 
pany case the court stated that the cor- 
poration was formed for the benefit of the 
incorporators as acting and living men 
and that the benefit of incorporation was 
theirs. Surely one of these benefits is the 
receipt of income. A rather satisfactory 
argument can be set forth to the effect 
that while the stockholders do not have 
legal title to corporate assets they do 
possess a title in equity. In a New York 
case“ respecting the fiduciary relationship 
of directors, the court stated that ‘‘The 
ordinary relation of the directors to the 
corporation and stockholders is not a mat- 
ter of statutory law, or of technical law. It 
springs from the fact that the directors 
have the control and guidance of the cor- 
porate business, affairs and property, and 
hence of the property interests of the 
stockholders. Equity, at least, recognizes 
the truth that the stockholders are the pro- 
prietors of the corporate interests and are 
ultimately the only beneficiaries thereof.”’ 


13121 New York 582 (1890). 
‘4 Kavanaugh v. Kavanaugh Knitting Mills, 226 


N.Y. 185, 123 N.E. 148. 


Conclusions based upon the situs of 
legal title are logically consistent with the 
entity theory: the corporation is its own 
proprietor, assets are the property of the 
corporation, all income earned is the in- 
come of the corporate entity until declared 
in dividends, surplus is the equity of the 
corporate entity and ought not be added 
to the capital stock in computing the book 
value of the stockholders’ equity, the 
latter should be regarded as a species of 
liability.” Having started with fiction, 
consistency requires that one continue to 
deal in fiction. However, such analysis 
leaves one unsatisfied. It is similar to the 
philosophical logic by which one disproves 
one’s existence. ‘The state gave the fran- 
chise, the charter, not to the impalpable, 
and almost nebulous fiction of our thought 
but to the corporators, the individ- 
uals... . “6 Consequently, one feels that 
the stockholders are proprietors and that 
the corporation’s income’ is the income 
of the stockholders, just as one feels him- 
self to be alive after proving philosophi- 
cally that he is nonexistent. Such also 
would appear to be the intent of the law in 
spite of the obstacle for which it is respon- 
sible; equity recognizes this fact. The con- 
flict illustrated by the computation of 
book value is best eliminated by an ac- 
ceptance of the more realistic representa- 
tive viewpoint. 


% In his Accounting Theory, W. A. Paton presents an 
argument to the effect that the creditors should be con- 
sidered a part of proprietorship, Chap. III. For a similar 
conclusion based upon a somewhat different analysis see 
Berle and Means, The Modern Corporation, Book U, 
Chap. VIII, in which the authors state that “Though 
the law still maintains the conception of a sharp divid- 
ing line recognizing the bondholder as a lender of capi- 
tal and the stockholder as a quasi-partner in the enter- 
prise, economically the positions of the two have drawn 
together. Consequently, security holders may be re- 
garded as a hierarchy of individuals all of whom have 
supplied capital to the enterprise, and all of whom ex- 
pect a return from it,” p. 279. 

16 North River Sugar Refining Company Case, op. 
cit. 

17 The term income is used in the same sense in 
which the accountant usually accepts it. 
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RESTRICTED AND UNRESTRICTED 
CAPITAL 


Many of the accountant’s problems 
originate in the confused realm existing 
between the entity and representative or 
association viewpoints. At the origin of a 
corporation, the problem arises as to 
whether par value is capital and a pre- 
mium, surplus, or whether the total 
amount received from the investor is 
capital. This problem is not encountered 
in the formation of a partnership or a 
sole-proprietorship. Obviously, the total 
amount received, with the exception of 
forfeitures, etc., is invested capital. The 
law provides, however, that in return for 
the privileges which it grants the associa- 
tion, termed corporation, certain safe- 
guards must be provided to meet the 
requisites, of public welfare, to protect 
creditors, minorities, etc. It, the law, 
therefore, stipulates that a certain portion 
of the total member investment be sub- 
jected to restrictions as to withdrawal; any 
excess investment above the stipulated 
amount or proportion may be legally con- 
strued as unrestricted capital. The re- 
stricted portion of the investment is usu- 
ally termed capital stock or par value; the 
accountant labels the unrestricted portion 
capital surplus. It is suggested that the 
terms restricted and unrestricted invested 
capital are more in accord with a proper 
understanding of the legal intent. 

Where the law permits the issuance of 
no-par stock, it frequently applies restric- 
tions to only a small proportion of the 
amount which the corporation receives.'® 
Consistent with what is believed to be 
self-interest, the corporate directors often 
credit little more than the minimum 
amount to the capital stock account; the 


18 Some states are very liberal in this respect. Ohio 
places the minimum at $500 (Section 8623-37 of the 
Ohio General Code). Michigan, on the other hand, re- 
quires that at least 50 per cent of the amount received 
shall be credited to restricted capital [P.A. 327, (1931)]. 


remainder they credit to capital surplus.!® 
Such procedure does not always receive 
the accountant’s approval. But, in the 
absence of other compelling factors, why 
should one restrict any greater proportion 
of his capital than the law requires? At 
heart, the question hardly appears to in- 
volve accounting principles. It is primarily 
a legal problem with protection of the 
public’s interests the main point at issue. 
The accountant is merely concerned with 
recording the facts in such a way as to 
exhibit their true nature. 

It is this latter fact, in all probability, 
which, from the representative viewpoint, 
justifies the exhibition of earned surplus 
as an item separate from capital surplus. 
Since the income of the corporation is the 
income of the stockholders, earned surplus 
constitutes the stockholders’ savings, ac- 
cumulated, admittedly, under compulsion. 
From the standpoint of succeeding fiscal 
periods, it is as much capital, economic 
capital, as is the original investment. As 
such, it may therefore be combined with 
capital surplus, the law not declaring 
otherwise.” Consistent with his purpose, 
however, the accountant properly records 
earned surplus in a separate account in 
order to emphasize the respective sources 
of the two amounts of unrestricted capital. 
From the entity viewpoint, earned surplus 
is properly recorded in an account separate 
from capital surplus since the former, as 
previously stated, represents the corporate 
entity’s equity as distinct from the latter 
which is a portion of the stockholders’ 
equity. 


DIVIDENDS 


Charged against capital surplus. The ac- 
countant sometimes questions the proce- 


19 Although there can be neither discount nor pre- 
mium on no-par stock, the amount received can be di- 
vided between restricted and unrestricted capital. 

20 The corporation codes of some of the states (IIli- 
nois, Michigan, Ohio) require that earned surplus and 
capital surplus be kept separate. 
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dure of charging dividends against capital 
surplus. He seldom contends, however, 
that a sole-proprietor should be denied the 
right to withdraw a portion of his invest- 
ment from his business when he deems 
such a step advisable, or that a partner 
should be denied the privilege of with- 
drawing a portion of his capital, provided 
his contract permits. If the law, or the cor- 
porate contract, does not, in the interest 
of public welfare, deny the directors the 
right to distribute unrestricted capital, 
why should the accountant complain be- 
cause of the procedure? Should not the 
corporation be granted the same freedom 
to reduce unrestricted capital that a sole- 
proprietorship or partnership possesses? 
The decision appears to be a problem for 
the directors, the stockholders’ representa- 
tives; the accountant’s only concern is to 
see that the relevant facts are properly ex- 
hibited.” The accountant’s difficulty, how- 
ever, probably arises from the fact that, in 
some respects at least, he conceives of the 
corporation and the stockholder as sepa- 
rate entities. Accordingly, the income 
earned by the corporation is the income of 
the corporate entity; it does not become 
the income of the stockholding entities 
until it is declared in dividends. Stockhold- 
ers have, therefore, come to look to divi- 
dends for income and to judge the corpora- 
tion upon the basis of dividends received. 
Dividends constituting a return of capital 
are likely to be interpreted as being paid 
out of earnings with a resulting misjudg- 
ment of the corporate status. Fear of this 
result has probably influenced the account- 
ant’s attitude. The conflict between such 
reasoning and the logic upon which the 
computation of book value is based is evi- 
dent. If the income of the corporation is 


21 When dividends are declared out of capital sur- 
plus, certain states require that that fact be made 
known (Illinois, Michigan, Ohio, Pennsylvania). Illi- 
nois, Michigan, and Pennsylvania appear to limit the 
dividends which may be declared out of capital surplus 
to dividends on preferred stock. 


the income of the stockholders, no divi- 
dend can be interpreted as income. Cash 
dividends are merely a withdrawal of in- 
come or capital; stock dividends are in- 
dicative of the fact that for one reason or 
another, unrestricted capital has been 
transformed into restricted capital. 

The stock dividend. The debate as to 
whether the stock dividend constitutes in- 
come is, in part, also the result of confusing 
the entity and representative or associa- 
tion viewpoints. (In part, it appears to be 
an expression of conflict between the ac- 
countant’s cost and the economist’s value.) 
If, from the entity viewpoint, the income 
of the corporation is not to be interpreted 
as the income of the stockholder, and if 
the resulting earned surplus is not the 
equity of the stockholder, the stock divi- 
dend would appear to transfer an amount 
from the corporate entity’s equity to the 
equity of the stockholders and thus to 
meet the test of income. It should be evi- 
dent, therefore, that the accountant can- 
not consistently hold the entity viewpoint 
and deny that the stock dividend consti- 
tutes income. From the association view- 
point, however, admitting that the income 
of the corporation is the income of the 
stockholder and admitting that earned 
surplus is a part of the stockholders’ 
equity, the conclusion that the stock divi- 
dend is not income is logical. The economic 
status of the stock dividend would seem 
to coincide more nearly with the decision 
dictated by the representative viewpoint. 
The accountant, however, should not be 
permitted to affirm both the entity and 
association viewpoints. 

In Eisner v. Macomber” the United 
States Supreme Court held that a stock 
dividend does not constitute income. This 
decision is consistent with the association 
and not with the entity theory. The Eisner 
v. Macomber ruling was later modified by 


#2 252 U.S. 189. 
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the decision rendered in Koshland v. 
Helvering’ in which the Court held a 
stock dividend to be income if it changed 
the relationship existing between various 
classes of stock. This second, or modifying 
decision appears to be inconsistent with 
both the entity and representative view- 
points. As previously indicated, from the 
entity viewpoint all stock dividends ap- 
pear, logically, to be income. From the as- 
sociation viewpoint, a preferred-stock divi- 
dend paid to common stock when non- 
participating preferred stock is outstand- 
ing is merely indicative of a transfer of 
the stockholders’ previously unrestricted 
equity into restricted equity. Thus it does 
not constitute income. The preferred-stock 
dividend gives the common stockholders 
no greater equity than they possessed pre- 
viously, nor, in general, assuming that the 
corporation will be sufficiently successful 
to be able to meet all dividend require- 
ments out of income, need it change future 
participative relationships. There are three 
ways, however, in which such a dividend 
may have economic or income possibilities. 
First, if future income proves insufficient 
to meet the full dividend requirements and 
if the corporation decides to pay only part 
of the preferred stock’s claim, such a pre- 
ferred-stock dividend will enable the com- 
mon stock to participate in that payment 
without having first met the indebtedness 
to the old preferred stockholders in full. 
Second, the preferred-stock dividend will 
enable the common stockholders to par- 
ticipate in dividends without such being 
specifically declared on common stock. 
Third, at the time of liquidation, it being 
assumed that preferred stock enjoys a 
preference to assets, the common stock 
may, through the medium of its preferred- 
stock dividend, participate in asset dis- 
tributions even though the value of the 
assets is equivalent only to the stated 


*3 289 U.S. 441. 


value of the old preferred stock. From the 
association viewpoint, however, it is 
doubtful that these acquired privileges are 
sufficient to entitle one to conclude that 
the preferred-stock dividend constitutes 
income to the common stockholders, or to 
determine the extent to which the divi- 
dend constitutes income. 

If the previously existing preferred 
stock and the preferred-stock dividend are 
participating, a redistribution of the re- 
maining surplus will be effected. The pre- 
viously existing preferred stock will lose a 
portion of its equity in earned and capital 
surplus to the newly issued preferred 
stock, and thus, actually, to the common 
stock. Perhaps the Court had this possi- 
bility in mind when it announced its deci- 
sion in the Koshland case. If so, then rep- 
resentatively it is not the stock dividend, 
or at least not the whole of the dividend, 
which constitutes income, but rather only 
that amount which represents the increase 
in equity gained at the expense of the 
other class of stock. The gain will be found 
in part in the dividend itself and in part 
in the increased equity in the remaining 
surplus. A stock dividend paid to the com- 
mon stockholders in common stock con- 
stitutes income, also, to the extent, and 
only to the extent, that it reduces a partici- 
pating preferred stock’s equity in earned 
surplus.” 

A stock dividend paid to preferred stock 
(common stock being assumed to be out- 
standing) in either common or preferred 
stock appears to be income from both the 
entity and association viewpoints if the 
preferred stock is nonparticipating. If pre- 
ferred stock is participating, a stock divi- 
dend, whether in common or preferred 
stock, should be construed as income in its 
entirety if the decision is to be consistent 
with the entity viewpoint. (From the en- 
tity point of view, the term participating 


24 An illustration is presented later in connection 
with a dividend paid to preferred stock. 
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would seem to have no reference to the 
claims of the respective stocks against sur- 
plus.) From the representative or associa- 
tion viewpoint, however, if preferred stock 
is participating, a stock dividend, whether 
in common or preferred stock, constitutes 
income only to the extent that it transfers 
a portion of the common stockholders’ 
equity to the equity of the preferred stock. 
Such transfer need not coincide with the 
amount of the dividend paid, nor need it 
be entirely contained within the dividend 
paid. As an illustration of this last point, 
it may be assumed that the par of the 
preferred stock outstanding is $1,000,000, 
that the preferred stock participates 
equally with the common stock, that the 
par of the common stock outstanding is 
$1,000,000, and that earned surplus 
amounts to $600,000. From the association 
viewpoint each type of stock possesses a 
participating equity in surplus to the ex- 
tent of $300,000. A stock dividend of 
$100,000 paid to the preferred stock in 
either common or participating preferred 
stock, may be assumed to be charged 
against the previously existing equity 
shares to the amount of $50,000 each. 
Since, therefore, $50,000 of the stock divi- 
dend received represents a mere transfer 
from the preferred stock’s unrestricted 
capital to its restricted capital, it should 
not be interpreted as income. It is only 
the remaining $50,000 charged to the com- 
mon stock’s previously participative share 
in earned surplus which should be con- 
strued as income. But this is not the full 
effect of the payment of such a dividend. 
The preferred stockholders now possess 
an equity whose par value is $1,100,000; 
the par value of the common stock out- 
standing remains the same. The preferred 
stock’s participating equity in earned sur- 
plus is, therefore, eleven-twenty-firsts of 
$500,000, or $261,905; the common stock’s 
participating equity is ten-twenty-firsts, 
or $238,095. The declaration of the stock 


dividend in the form of participating pre- 
ferred stock or common stock thus trans- 
fers an $11,905 greater equity to the pre- 
ferred stockholders than would be the 
case if the dividend had been paid in non- 
participating preferred stock. The total 
income to the preferred stockholders is 
therefore $61,905 ($50,000 plus $11,905). 
Had the $100,000 dividend been paid in 
non-participating preferred stock, the in- 
come to the preferred stockholders would 
have amounted to only $50,000. 

Relation of dividends to price paid for 
stock. The relation between dividends and 
income is of interest from another angle. 
If an individual purchases stock just prior 
to the declaration of a dividend, it is fre- 
quently held that the dividend constitutes 
income, even though charged against sur- 
plus in existence at the time the stock was 
purchased.” If the dividend were declared 
but unpaid at the time of purchase, its 
receipt may be held to be a return of capi- 
tal. These conclusions, presumably, are 
based upon the entity theory. In support 
of the first conclusion it is held that such a 
dividend declaration transfers to the 
stockholders value which previously was 
a part of the corporate equity; hence, 
the dividend constitutes income. The fact 
that the accountant assumes surplus to 
be a portion of the stockholders’ equity, 
both when computing the book value of 
stock and in reaching his conclusion re- 
specting the nature of a stock dividend, is 
ignored. In the second instance, however, 
the dividend had given the stockholder a 
creditor’s claim, which the new investor 
acquired with his purchase. Receipt of 
the dividend is therefore logically a re- 


25 22 B.T.A. 366. The treatment recommended when 
a holding company receives such a dividend from a sub- 
sidiary is consistent with the association viewpoint, the 
dividend being credited to the investment account. See 
also the “‘Statement of Accounting Principles,”’ by the 
American Institute of Accountants, p. 105. Such pro- 
cedure appears desirable but is inconsistent with the 
entity theory. 
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covery of capital. The more realistic asso- 
ciation viewpoint would discard this fic- 
tion of fiction and hold the dividend to be 
a recovery of capital in both cases. 
Dividends paid while a deficit exists. De- 
cisions as to the propriety of declaring 
dividends out of current earnings while a 
deficit exists have also been influenced by 
the association-entity analysis. From the 
representative viewpoint a deficit, assum- 
ing no accumulated surplus to exist, de- 
pletes capital, unrestricted capital equities 
first, restricted capital equities subse- 
quently. The operations of succeeding fis- 
cal periods are therefore conducted with a 
smaller capital. If the earlier losses are 
not to be capitalized, it would seem that 
any success attained by the later fiscal 
periods should be attributed to this 
smaller capital. This appears to be the 
logical accounting and, perhaps, the logi- 
cal economic conclusion. Why, then, 
should not current earnings be subject to 
dividend payment? The answer seems to 
rest with the law* (and with manage- 
ment). If in granting the corporation the 
privilege of entity, the law, in the interest 
of public welfare, demands that the origi- 
nal restricted capital shall be maintained 
and that depletion: through deficits shall 
be recouped before dividends may be paid 
out of current earnings, the accounting 
procedure is evident. The law establishes 
the basis for contract and it may justly 
exact its price. The question is, therefore, 
not primarily an accounting question but 
rather a legal one. It is interesting to note 
that English courts have rendered deci- 
sions to the effect that deficits need not be 
recouped prior to the declaration of divi- 
dends.”” Similar decisions have been made 
by courts in the United States,?* although 
** California, Delaware, Minnesota, at least, appear 


" lg the payment of dividends while capital is de- 

pleted. 

a Ammonia Soda Co. Ltd. v. Chamberlain, 1 Ch. 
2 Borg v. International Silver Co., 11 Fed. (2nd) 

147; Miller v. Bradish, 69 Iowa 278, 28 N.W. 594. 


the predominant opinion appears to be on 
the other side.?® The argument as to which 
is the preferable viewpoint lies in the 
realm of public policy.*® Accounting 
theory, however, in the absence of a con- 
trary statement by the law, may logically 
hold that dividends may be paid for cur- 
rent earnings even though capital has been 
depleted. 

Economic value a limiting factor. The 
above conclusions respecting the nature of 
dividends are based upon the hypothesis 
that accounting costs are acceptable repre- 
sentations of value. But income, in a 
deeper sense, is economic. Decisions as to 
the nature of stock dividends, etc., should 
thus allow for a possible discrepancy be- 
tween the accountant’s cost and the econo- 
mist’s value. In any given case, a consid- 
erable gap may exist between accounting 
procedure and economic reality. The 
above discussion is intended to refer only 
to conflicting conclusions made within the 
accounting framework." If the nature of 


29 Shields v. Hobart, 172 Mo. 491, 517. 

30 From the accounting standpoint, it appears to be 
a question also of whole-life v. fiscal period viewpoints 
and of cost v. economic values. 

31 The question of stock rights is subject to an analy- 
sis similar to that applied to stock dividends. 

The problem of the amount which should be char; 
against surplus when a stock dividend is declared 
also been subject to much controversy. Although the 
accountant has frequently taken a definite stand in re- 
spect thereto (See the Accountants’ Handbook, pages 
941-43, and “Accounting for Stock Dividends Paid,” 
by H. D. Kerrigan, in the AccounTING Review, De- 
cember, 1937), it is submitted that this is not primarily 
an accounting problem. The question is one for the law, 
the courts, management, etc. The accountant’s chief 
concern is to revealingly record and exhibit the transac- 
tions taking place. This conclusion appears to accord 
with the decision of the Executive Committee of the 
American Accounting Association as set forth in “A 
Tentative Statement of Accounting Principles,” the 
AccouUNTING REvIEw, June, 1936, in which the Com- 
mittee expresses its approval of the historic purpose of 
accounting (page 188), but does not agree with the 
Committee’s statement that “It is not necessary to 
adopt in accounting practice the expedients permitted 
under any law,” (page 191). If the management insists 
upon capitalizing any amount which it believes to be 
desirable, it appears that there is little in accounting, 
per se, to the contrary. The corporation is primarily a 
legal institution. There is nothing in accounting capable 
of dictating its framework. If reform is desired, it would 
appear that the accountant should seek it through the 
proper channels. 
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dividends is to be interpreted in accord- 
ance with their economic status, it would 
seem that the accountant would have no 
other recourse than to adopt the procedure 
of recording values. 


TREASURY STOCK 


The treatment to be accorded treasury 
stock is a third problem affected by the 
conflict between the association and entity 
viewpoints. The fundamental issues in- 
volved in the debate respecting treasury 
stock—whether a corporation should be 
permitted to purchase its own stock, 
whether purchase should be permitted 
only when the stock originally issued was 
fully paid, whether purchase should be 
permitted freely or only to the extent of 
an amount equivalent to the accumulated 
earned, or the earned and capital surplus, 
etc.—are questions which the law and the 
courts must decide. The accountant’s only 
concern is to record the purchase of treas- 
ury stock and to exhibit it in such a manner 
as to reveal its true nature. From the rep- 
resentative viewpoint the so-called pur- 
chase of treasury stock is in reality a with- 
drawal of one of the members from the 
association. The term purchase applies to 
technique rather than to reality; it has 
meaning of deeper significance, however, 
when the corporation is conceived as an 
entity. The courts have often held that 
temporary purchases of treasury stock do 
not reduce the corporate entity;** the re- 
duction does not result unless more or less 
formal action is taken. To subscribe to 
such a conclusion, however, is to hold that 
temporarily a corporation may exist as an 
entity with no other stockholders than 
itself, that capital which has been with- 
drawn from a business is still in the busi- 
ness, and that capital which is non-exist- 
ent, or nominal only, is as effective in earn- 

% S$. A. Woods Machine Co. v. Commissioner 57, 
Federal Reporter (2nd) 635. See “‘Treasury Stock and 


the Courts,” by L. L. Briggs, The Journal of Account- 
ancy, Sept., 1933, pp. 185-188. 


ing profits as that which actually plays a 
part in the corporation’s operations. Ob- 
viously, this is adding fiction to fiction. 
The withdrawal of a stockholder from as- 
sociate membership reduces the corporate 
capital and the act should be so recorded 
as to indicate that fact. In the with- 
drawal of a member, as in liquidation, the 
fiction of corporate entity evanesces and 
reveals the deeper reality of the repre- 
sentative theory. Few accountants would 
advocate that the withdrawal of a partner 
from a partnership should be exhibited as 
an asset no matter how short a period ex- 
isting between the date of withdrawal and 
the date of investment by a new partner; 
yet many accountants contend that treas- 
ury stock should be so exhibited.* 

It is possible that the reason for the 
persistence of this fiction, in addition to 
the argument that stock outstanding is 
personal property, is the belief that the 
corporation ought not to be permitted, by 
voluntary action, to reduce the stated 
amount of restricted capital, inasmuch as 
the latter constitutes the primary buffer 
behind the creditors’ equity. However, if 
this buffer is to be protected from volun- 
tary reduction, other than that sanctioned 
by the state, the law should either pro- 
hibit the purchase of treasury stock or de- 
mand that an equivalent amount of pre- 
viously unrestricted capital be restricted.™ 
The requirement that surplus be ear- 
marked in an amount equivalent to the re- 
duction in restricted capital caused by the 
purchase of treasury stock is consistent 


% R. H. Montgomery, while probably recognizing 
that treasury stock is not an asset, seems to go so far 
as to advocate that the title of the left-hand side of the 
balance sheet be changed to “‘Assets and Other Debit 
Balances” in order that debit contra balances might 
justly be exhibited among the assets. See ““The Curse of 
Balancing, or Theory v. Practice,” by R. H. Mont- 
gomery, The Journal of Accountancy, April, 1937. This 
appears to be the opposite of accounting progress. _ 

44 See the Corporation Codes of the states of Cali- 
fornia, Michigan, New York, Ohio, etc., Briggs, L. L., 
“Treasury Stock and the General Corporation Stat- 
utes,” The Journal of Accountancy, May, 1933. 
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with the state’s responsibility to the gen- 
eral public.** Where a state has no such 
provisions it would appear that restricted 
capital, even though it may not be de- 
creased by the declaration of dividends, 
may be reduced through the purchase of 
treasury stock. If such reduction takes 
place, the accountant ought not to conceal 
that fact by exhibiting treasury stock as 
an asset. 

From the association viewpoint, the 
difference between book value and the 
price paid for each share of treasury stock, 
assuming the latter to be less, unquestion- 
ably constitutes gain to the nonwithdraw- 
ing members. Such a differential is not a 
part of either the remaining members’ re- 
stricted or unrestricted invested capital. 
Hence, it appears that it may be credited 
to earned surplus, although for the sake of 
information, it may be well to exhibit it 
separately from surplus earned in the 
usual business operations. In so far as the 
remaining stockholders are compelled by 
law to sacrifice some of their unrestricted 
equity to a restricted reserve, the crediting 
of such a gain to earned surplus may be 
regarded as partaking of the nature of a 
compensation. It should be noted that the 
concept gain is based upon the assump- 
tion that the book values are representa- 
tive of a present reality and not of mere 
historic costs. Economically, it is possible 
that no true gain is involved, since the 
purchase price of the stock may represent 
a fair pro-rata proportion of the present 
value of the business. 

From the entity viewpoint of purchase 
of treasury stock for less than its allocable 
equity in restricted and unrestricted in- 
vested capital represents the retirement 
of an obligation to an outside entity at an 
amount smaller than the outside entity’s 
true book claim. Such gain, waiving eco- 
nomic considerations, becomes a part of 


% Deinzer, H. T., “This Treasury-Stock Question,” 
the AccounTING REVIEW, Sept., 1937. 


the corporate entity’s equity, as distin- 
guished from the stockholders’ equity, 
just as earned surplus does. It should 
therefore be credited to earned surplus 
as a gain to the corporate entity. 

The accountant’s insistence that the 
difference between par value and the pur- 
chase price of treasury stock, assuming 
the latter to be less, be credited to capital 
surplus is probably to be explained by his 
objection to recording any portion of the 
investment made by a stockholder in the 
account exhibiting the earnings resulting 
from operations. This objection is sup- 
ported by a conception of the business as 
an enterprise, according to which invested 
capital and capital derived from business 
earnings ought not be intermingled, ex- 
cept as a resultant of formal dividend 
action. It is not consistent, however, 
with either the association or corporate 
entity viewpoints. The accountant’s atti- 
tude receives additional support from the 
legal prohibition against the payment of 
dividends out of restricted capital. Credit- 
ing such a gain to earned surplus subjects 
it to possible dividend declarations. This 
latter is of no consequence, however, 
where the corporation is required to re- 
strict previously unrestricted surplus upon 
the purchase of treasury stock. 

Consistent with the view that the ac- 
counting procedure is based upon an ac- 
ceptance of the business as an enterprise, 
the so-called gain from the purchase of 
treasury stock is in reality a saving. When 
the accountant speaks of this differential 
as a gain and at the same time advocates 
that it be recorded in capital surplus, it 
appears that he is compromising the asso- 
ciation or entity viewpoint and the as- 


3¢ The stock dividend merges capital provided by the 
business and capital provided directly by investors. 
The accountant could argue with some degree of logic 
that consistent with his thesis stock issued on the basis 
of a stock dividend should be exhibited in the balance 
sheet as “Restricted Capital Provided out of Earn- 
ings. 
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sumption that his procedure should be 
based upon an acceptance of the business 
as an enterprise.*’ To the associate mem- 
bers or the entity, the differential is a 
gain; to the business, it constitutes capital 
not contributed by operations. 


CHARGING STOCK DISCOUNT AGAINST 
EARNED SURPLUS 


A fourth problem which appears to 
have its roots in the concept of corporate 
entity is that encountered in charging 
discount on stock against earned surplus, 
with or without a motion by the board of 
directors, thereby capitalizing a part of the 
latter. It is sometimes held that the stock- 
holding entity must, if called upon, con- 
tribute 100 per cent of par value from per- 
sonal funds held outside of the equity in 
the corporate entity, prior to being re- 
lieved of the assessment liability. This 
conclusion is in accord with a strict entity 
viewpoint: the stockholder must fulfill his 
agreement with the person of the corpo- 
rate entity through arm’s-length transac- 
tions. It is questionable, however, whether 
it is the most practical conclusion and 
whether it is entirely consistent with the 
requirements of equity. As previously in- 
dicated, par value was probably made a 
characteristic of stock in order that the 
creditors might be afforded greater protec- 
tion and because it was believed to be in 
line with the requirements of public policy. 
It is generally conceded that these ends 
are served by requiring the corporation to 
restrict a portion of its capital. From the 
representative viewpoint, however, the 
creditors are properly protected and pub- 
lic policy is properly served when, by any 
legitimate means, restricted capital is 
made equal to the par value of the capital 
stock outstanding. The trust fund is then 


37 The problems encountered in allocating other 
items to capital and earned surplus have been subject 
to a similar shifting of bases and crossing of viewpoints. 
The treatment of surplus from forfeitures affords an- 
other illustration. 


complete, the intent of the law appears to 
be fulfilled, and the constituent owners ap- 
pear to have made their sacrifice. From 
the association viewpoint, therefore, charg- 
ing discount on stock against an honestly 
accumulated earned surplus would seem to 
relieve the stockholders of further liability. 
The requirement that the trust fund, or 
restricted capital, be maintained complete 
by earmarking a portion of earned surplus 
upon the purchase of treasury stock sup- 
ports this conclusion. 

However, the decision as to which of 
these viewpoints is correct is not within 
the accounting sphere. The law grants the 
corporation its privileges for purposes of 
public welfare. It requires certain corpo- 
rate procedure, presumably, with the same 
end in mind. It is therefore the duty of 
the law to decide whether the welfare of 
the public is properly protected by per- 
mitting the directors to remove the stock- 
holders’ discount liability by transferring 
a portion of earned surplus to the capital 
account. In the absence of any statement 
by the law, it appears that the conclusion 
based upon the association viewpoint 
meets both the intent of the law and the 
requirements of justice. 


CONCLUSION 


Accounting principles, as frequently 
presented, are not entirely consistent with 
either the entity or representative view- 
points. While the accountant subscribes 
fundamentally to the entity theory, he 
appears to shift to the representative 
theory when it suits his convenience. Illus- 
trations of this fact have been noted in 
connection with various practices such as 
the computation of book value, the treat- 
ment of a holding company’s investment 
in a subsidiary, and the accounting 
decision as to the nature of the stock 
dividend. Both the entity and representa- 
tive viewpoints are capable of supporting 
a coherent body of accounting theory. The 
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latter, however, appears to provide a more 
realistic basis for the development of ac- 
counting principles, in spite of the fact 
that it encounters an obstacle in the situs 
of legal title. The corporate fiction and the 
location of legal title should be viewed as 
being a part of a general arrangement to 
afford protection both to individuals 
undertaking business enterprise and to 
various parties with whom the corpora- 
tion deals. As such, the situs of legal title 
does not present an insurmountable ob- 
stacle. The theoretical approach to the 
accounting problems of the corporation 
should be the same as the theoretical 
approach to the accounting problems of 
the sole-proprietorship and the partner- 
ship; the entity concept need cause no 


variation in theory. In practice, however, 
the procedure followed in accounting for 
the transactions of the sole-proprietorship 
and the partnership must be modified 
to meet the requirements set up by law, 
the corporate contract with the state, and 
the various regulatory bodies. Acceptance 
of such an approach should eliminate much 
of the debate now found in accounting 
literature and place it where it belongs— 
in the fields of law, public policy, and 
finance. While the statutes of many of our 
states do not afford satisfactory protection 
to the public and the investor, reform 
would seem to depend upon attacking the 
problem at its source rather than upon 
the application of so-called good account- 
ing principles. 


NONPURCHASED GOODWILL 


GEORGE T. WALKER 


tion, agree that goodwill should 

not be recognized in accounts until 
a bona fide purchase has been made.' They 
are fully aware of the fact that goodwill 
created by a concern is just as valuable— 
and in most instances, more valuable—to 
that concern than to the firm which 
might make a specific purchase of that 
goodwill. Montgomery has expressed this 
view in his Financial Handbook: “It fol- 
lows that goodwill may exist as an eco- 
nomic fact without having been specifi- 
cally paid for by the enterprise possessing 
it. But because of the many ‘watered stock’ 
frauds of early days, in the perpetration 
of which the term ‘goodwill’ was freely 
used, it has come to be considered bad 
practice to enter goodwill on the books 


Aion, ase almost without excep- 


_ A few accountants maintain that certain advertis- 
ing expenses, organization expenses, etc., may properly 
be capitalized as goodwill and set up in the accounts 
without a sale being consummated. These exceptions 
will be discussed later. 


as an asset unless it has actually been 
purchased.” 

Apparently there are a number of valid 
reasons which could be given in support 
of this position taken by accountants— 
other than the use of the term ‘“‘goodwill” 
in connection with the “‘watered stock” 
frauds of the past. 

It is a generally accepted rule in ac- 
counting that it is the function of accounts 
to show the costs (less depreciation and 
other charges) of assets, not the present 
value. This view may appear illogical at 
first sight. However, since an asset may 
have more than one value at a particular 
date, and since the actual cost of the asset 
to the organization is the only one which 
is capable of accurate determination,’ the 


2p. 1575. 

3 For instance, there is no definite basis which can be 
unquestionably applied in the determination of the 
sales value. Definite bids for the assets would have to be 
received before this value could be determined. In prac- 
tice, this would be impractical. Likewise, the “replace- 
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accountant has taken the more conserva- 
tive point of view. To set up the present 
estimated value of the earning power of a 
business is inconsistent with the generally 
accepted function of accounting. A balance 
sheet purports to show only that portion 
of a concern’s valuable resources which 
are fairly definite and measurable in char- 
acter, and which are either acquired 
through expenditures or on which a defi- 
nite realization may be expected in the 
course of a going concern. It is true that 
expenditures are usually necessary in the 
creation of goodwill, but the amount of 
such expenditures which actually created 
goodwill is an undeterminable sum. On the 
other hand, when a firm makes a bona fide 
purchase of goodwill from a going concern, 
it is wholly consistent with the purposes of 
accounting to recognize such an invest- 
ment in the accounts.‘ In this case the 
actual investment in goodwill is definitely 
determined. 

Another objection to giving the capital- 
ization of excess earning power accounting 
recognition without a bona fide purchase 
is the fact that if such were done the rate 
of profits earned by successful businesses 
would be reduced to the normal or repre- 
sentative level.’ This would simply mean 


ment cost theory” can be of only slight interest to an 
organization unless it is going to replace its assets and 
even then the question has no place in accounting rec- 
ords until replacement is accomplished. The argument 
for the use of market value instead of cost is illogical 
when applied to fixed assets. In fact, it is possible that 
there would not be a market value. 

4 There is an inconsistency in insisting that goodwill, 
in accounts, be limited to cost and at the same time ad- 
mitting that some other assets may be recognized at 
market value even though they cost nothing. Hatfield 
has answered the objection here when he so aptly states 
that “goodwill, because of its vague nature and the diffi- 
culty of verifying its appraisal, is to be excluded unless 
it had been purchased.”—Accounting—Its Principles 
and Problems, 1927, p. 113. 

5 It is the belief of some that when a concern makes a 
purchase of future super-profits that as a result, the 
possibility of gaining excess profits vanishes. This view 
seems unwarranted. It is true that the chance for super- 
profits has been lessened, but not annihilated. The 
vendor cannot expect to receive the entire estimated 
worth of the future profits. There would be no induce‘ 
ment for the vendor to buy if he had to pay the entire 
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that the earning rate of the most prosper- 
ous concern would be reduced to the rate 
realized by the representative concern. 
Since the value of goodwill depends upon 
the excess earnings and fluctuates directly 
with the prospects of future earnings, such 
a value, if recognized, would require con- 
tinuous adjustment up and down. The 
insertion of appraisal figures on the books 
would demand that numerous adjustments 
be made by the accountant. It must be 
recognized that an appraisal of the assets 
is necessary before the capitalization of 
excess earning power to determine good- 
will is possible. To follow such a theory 
to its logical conclusion would mean that 
the accountant would be kept so busy 
adjusting the Goodwill account that it 
would seriously impair efficiency in re- 
cording true transactions. 

It has been said that a means for com- 
paring conditions, at a given date, or 
various similar businesses or conditions of 
the same business at various dates is one 
of the needs of business which is being met 
by the balance sheet.6 An accounting 
policy which necessitated the adjustment 
of the goodwill account in such a way that 
no enterprise in a particular field earned a 
rate above the normal rate would hide an 
important basis for comparison. In the 
modern enterprise the rate of income is 
usually the leading basis of measuring the 
outcome of its activity, and therefore, the 
capitalization of the future earnings of all 
enterprises in such a way that no single 
concern would display a higher rate than 
another is undoubtedly objectionable. An 
individual wishes to know just what the 
earnings rate’ of the particular business is 


present estimated value.—See Earl A. Saliers, Account- 
ants’ Handbook, 1923, p. 572, and Francis W. Pixley, 
The Accountants’ Dictionary, 3rd Edition, omg New Era 
Publishing Co., Ltd., London, Vol. 2, p 

Charles B. Couchman, The Bevonce Sheet, 1924, 


p. 44. 

7 “Tf this rate is twenty per cent in a particular year 
the asset accounts should be consistent with this fact. 
If the rate is ten per cent the accounts should conform 
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and how this compares with that of com- 
peting companies. The earnings rates 
would have to be constantly revised or 
the ‘Net Worth” sections of comparative 
balance sheets would have to be employed 
to measure the extent of the changes in the 
capitalized goodwill in the accounts. This 
would further complicate the many prob- 
lems in ratio analysis. 

It is in accordance with orthodox ac- 
counting procedure that the owner’s 
services, valuable as they may be, should 
not be capitalized as an asset.* Since the 
capitalization of excess earning power 
would violate this rule, it seems that there 
is a third valid reason for bringing good- 
will into the accounts only at time of 
purchase. Undoubtedly, a proprietor hav- 
ing a thorough training and knowledge of 
a particular business has a better chance 
of earning unusual profits than one of only 
ordinary knowledge and experience. But it 
does not necessarily follow that this ad- 
vantage should be capitalized and entered 
in the accounts. The value of the services 
contributed by the owner or manager can 
be measured only after the net income on 
the resources contributed by outside forces 
is determined.°® 

Yang summarizes this as follows: “If 


to the actual situation. Accounting which attempts to 
iron out the fluctuations in net revenue in a particular 
enterprise, or to reduce the rates realized by different 
enterprises to the same level, if not actually improper, 
is at least not to be commended.”—W. A. Paton and 
R. A. Stevenson, Principles of Accounting, 532. 

“Tt is not intended to deny the importance of the capi- 
talization process as an economic fact but it does not 
seem reasonable or practicable to capitalize in the ac- 
—_ of an enterprise any part of its income.”—Ibid., 
p. 532. 

§ Paton has said: “It is the function of the asset ac- 
counts to exhibit continuously the actual investment of 
the owners as it is manifested in various commodities 
and services purchased, but it is not their function to 
include an estimated allowance for either capital or 
personal elements—however important they may be— 
which are furnished by the owners themselves.””— 
W. A. Paton, Accounting Theory, p. 319. 

_ *“The balance sheet has limitations. The personal- 
ity of the proprietor, his skill, his experience, thor 
important elements of his capital, can never be brought 
into his balance sheets.”—Charles E. Sprague, The 
Philosophy of Accounts, 1922, p. 36. 
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accounts are to be kept primarily from the 
viewpoint of the proprietor, it follows that 
a capitalization of proprietory services is 
out of the question, as this would involve 
the recognition of the proprietor as the 
owner of his enterprise and at the same 
time as a buyer of his own services.’”!° 

Another argument for the limitation of 
goodwill in accounts to that arising as a 
result of an outright purchase is that from 
the managerial standpoint it is unnecessary. 
Setting up non-purchased goodwill does 
not affect the cost of production, nor does 
it create a basis for a change in managerial 
policies. It is not a deductible expense in 
the computation of income taxes, so it 
seems that the prospects of the business 
could not be benefited in any way by the 
recognition of non-purchased goodwill in 
the accounts as an asset. 

The capitalization of non-purchased 
goodwill does not increase the sales value 
of a firm which has built up a valuable 
goodwill. When the time arrives for selling 
the business, the buyer pays little atten- 
tion to the amount of goodwill as ex- 
pressed in the balance sheet. His judgment 
is based on the amount of excess profits, 
the unique characteristics of the business, 
the current interest rate, and the possi- 
bility of its increase or decrease, etc. Nor 
would the credit position of the company 
be strengthened by such a capitalization. 

To show the net earnings is a function 
of the income statement, not a function of 
the balance sheet. If any concern has 
created goodwill, the income statement 
will make that fact obvious; and anyone 
who desires to know the earning capacity 
of an enterprise can gather the information 
more accurately from the income state- 
ment than from the capitalized value 
shown on the balance sheet, which can be 
nothing more than an arbitrary opinion. 
On this point Cole says: “Of what ad- 


a J. M. Yang, Goodwill and Other Intangibles, 1927, 
p. 151. 
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vantage is it to capitalize the figure of net 
earnings shown on the income sheet and 
write up or write down the capital ac- 
counts on the balance sheet? The mere 
schoolboy, if you tell him the earnings of 
a company and the rate of interest, can 
tell you its capitalized value. In other 
words, to register on the books a capital- 
ization based on earning capacity is not 
only to register an unnecessary figure but 
to bury the actual cost of the assets.’”™ 
Thus, the arguments seem to be con- 
clusive evidence that it is unnecessary, in- 
expedient, and confusing to recognize non- 
purchased goodwill in accounts.” 


COST OF ADVERTISING CAPITALIZED 
AS GOODWILL 


Despite the fact that there is con- 
clusive evidence that non-purchased good- 
will should not be brought into the 
accounts, it appears that this rule has not 
always been followed. For instance, some 
authorities have said that certain costs of 
advertising may be capitalized as good- 
will. Thus, Kester has said: ‘‘The differ- 
ence between the cost of advertising 
necessary to retain a given volume of 
trade—which we may call the normal 
advertising expenditure—and the cost of 
the publicity required to secure that trade 
may be treated, in theory at least, as an 


11 William Morse Cole, Accounts—Their Construction 
and Interpretation, 1915, p. 164. 

12 One possible exception to this rule should be noted. 
In the recapitalization of an enterprise it might be per- 
missible to evaluate goodwill and bring it upon the 
books. Necessity might demand such a valuation. For 
example, suppose that the X Company’s stocks, par 
value of $100, were selling on the market at $300 per 
share because of the high and stable dividend payments 
over a long period of time. It is evident that a stock 
dividend would be advantageous but, since the com- 
pany has no surplus, this course is not possible. From 
the high and stable rate of earnings, it is apparent that 
the enterprise has created a huge amount of goodwill 
and since no other course is possible (tangible assets 
could be inflated but that is more objectionable than a 
direct write-up of goodwill) it would be permissible to 
value the goodwill of the firm and write it and surplus 
on the books, thereby making it possible for the firm 
to reorganize its capital structure. This plan is permis- 
sible only in extreme circumstances. 


expenditure on account of goodwill and 
be so shown on the books.’ No doubt, in 
theory, such an expenditure could be 
considered as an expenditure on account 
of goodwill but it does not necessarily 
follow that it should be recognized in the 
accounts as goodwill." It is obvious that 
all such expenditures do not create good- 
will. 

No doubt advertising is one of the 
quickest ways of building up goodwill, but 
according to the definition of goodwill as 
accepted by accountants these expendi- 
tures should never be set up in the ac- 
counts as goodwill.!® It seems that a value 
based on earnings from the standpoint 
of accounting is quite different in nature 
from an expenditure for advertising pur- 
poses. 

It is surprising to note that some of the 
better known accountants have taken an 
illogical viewpoint of this matter. For 
instance, Montgomery has said the prac- 
tice of treating advertising and other simi- 
lar expenses as a fixed rather than a de- 
ferred asset, on the theory that such 
expenses represent a cost of goodwill, is 
not considered sound wnless the expendi- 
tures are designed to increase the concern’s 
goodwill permanently and unquestionably 
accomplish the intended result. 

When would it be possible for the 
management to determine whether or not 
goodwill had been created permanently? 
Could they ever conclude that the ex- 
penditures had accomplished the intended 
results? It is absurd to say that a concern 


could build up goodwill that would last 


8 Kester, Accounting—Theory and Practice, p. 334. 

14 “The elements mentioned above (good name, fa- 
vorable reputation, advertising, etc.) indicate the pos- 
sible source of the theoretical asset of goodwill but they 
are not necessarily the causes which bring the account 
on the company’s books.”—James H. Bliss, Manage- 
ment Through Accounts, 1924, p. 348. 

4 “Tt is not deemed good accounting procedure to 
capitalize under the head of goodwill sums spent for 
advertising various products.”—DeWitt Carl Eggle- 
ston, Auditing Procedure, 1935, p. 192. 

16 Montgomery, oP. cit., p. 210. 
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forever. And, it is very doubtful if the 
exact effect of the advertising campaign 
upon the earnings could be determined 
with any degree of accuracy."’ At best, the 
estimate of the effect of advertising upon 
the creation of goodwill could only be 
wild speculation. The amount of such 
an estimate would depend very greatly 
upon the mental attitude of the proprietor 
or appraiser at the time of the investiga- 
tion. Even granting that goodwill could 
have been created permanently—which 
could never be true—it should not be set 
up in the accounts as goodwill. There is an 
essential difference between costs incurred 
in an effort to brighten the future pros- 
pects of the business and the accounting 
concept of goodwill. 

It seems that an advertising expenditure 
which can reasonably be expected to in- 
crease the volume of sales for several years 
in the future is in the nature of a deferred 
charge and might with propriety be set 
up in a Deferred Advertising Expense ac- 
count and charged off over the next few 
years. Thus, Hatfield has said: “A better 
way is to show such unusual cost of 
advertising, not as goodwill, but as a 
special item, with a title clearly indicating 
its nature, and listed among deferred 
charges rather than as an intangible 
asset.’’18 

Greendlinger, after using the same rea- 
soning as Kester and Montgomery, con- 
cludes with the following statement: 
“However, for safety’s sake, it may per- 
haps be much more advisable that such 
expenditures be carried under ‘Prepaid 
Advertising’ and be written off in future 
years,””!9 

Dicksee and Tillyard, English account- 
ants, are of the opinion that some perma- 


» 1’ Goodwill profits are made possible through a com- 
bination of influential factors and in any given case, the 
effect of each contributing factor could not be separated. 
18 Hatfield, op. cit., p. 115. 
1?Leo Greendlinger, Financial and Business State- 
ments, 1917, p. 129. 


nent record should be kept (of advertising 
expenditures), and that the Goodwill ac- 
count affords a very convenient means of 
so doing.”° 

This clearly portrays the fact that ad- 
vertising expenditures are often set up in 
the Goodwill account only as a matter of 
convenience, not because goodwill should 
be brought into the accounts for any valid 
reason. 

This practice must be condemned if the 
Goodwill account is to be looked upon 
with favor. It is in its present state of dis- 
repute because of such misleading prac- 
tices. 


INITIAL DEFICIT CAPITALIZED 
AS GOODWILL 


The Goodwill account is sometimes used 
as a medium for concealing losses, the 
account being raised to an amount equiva- 
lent to or greater than the deficit in the 
income account.” Much the same argu- 
ment is advanced in support of this pro- 
cedure as is advanced in support of the 
capitalization of abnormal advertising ex- 
penditures as goodwill; and, obviously 
thispractice is open to the same objections. 
Undoubtedly, in certain industries, the 
developmental expenses necessarily exceed 
the income for a short period, but this does 
not mean that thereby a valuable good- 
will is being created. Even so, it seems to 
be the consensus of opinion among ac- 
countants that such a goodwill should not 
be brought into account except when 
purchased. 

This is the opinion of the majority of 
accountants. Montgomery sums up the 
situation as follows: ““Many businesses re- 


20 Lawrence R. Dicksee and Frank Tillyard, Goodwill 
and Its Treatment in Accounts, 1906, p. 81. 

21 Dicksee and Tillyard are open to criticism here 
also. (Goodwill and Its Treatment in Accounts, 1920, 
p. 95.) Gerstenberg, an authority on finance, goes into 
detail explaining how a deficit may be eliminated in 
order that dividends may be paid.—Charles W. Ger- 
stenberg, Financial Organization and Managemem of 
Business, 1933, pp. 578-579. 
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quire several years within which to ‘get on 
their feet’ and become firmly established. 
Net operating losses in such cases have 
frequently been capitalized as goodwill on 
the contention that operating expenses in 
excess of income were in reality develop- 
ment expenditures, essential to the es- 
tablishment of a steady patronage and the 
good name of the concern. This practice 
should be condemned. If specific expendi- 
tures can be identified with building 
future business and prestige, it is per- 
missible to treat them, at least in some 
measure, as deferred charges. To capitalize 
net losses arbitrarily as goodwill, even 
during the initial stages of an enterprise, 
is misleading.” 

Thus, it seems that a deficit and good- 
will are incommensurable and that any at- 
tempt to merge a deficit into the goodwill 
account is irrational and unwarranted. 


DISCOUNT ON STOCK CHARGED TO 
GOODWILL 


As has been noted, the Goodwill account 
has been made to include items other than 
goodwill. Another instance of its misuse is 
the practice of charging to it discount on 
capital stock. However, the Goodwill ac- 
count has not been made to do duty for 
discount on stock as often as in the case of 
advertising and developmental expendi- 
tures; one probable reason for this being 
that capital stock cannot be issued at a 
discount in many states. 

The issuance of stock at a discount is al- 
most conclusive evidence that there is no 
goodwill attaching to the enterprise in 
question.” It is obvious that stock dis- 


22 Montgomery, A udiling—Theory and Practice, 5th 
Edition, 1934, p. 312. It is interesting to note the in- 
consistency of the quotation from Montgomery on 
page 8 with the one above. Also see page 13. It is no 
wonder that the meaning of goodwill when it appears 
on the balance sheet is confusing. 

°8 The stock of a very successful business might pos- 
sibly sell at a discount if the company is attempting to 
dispose of an over-issue. It should be noted that selling 
of stock at par or above does not necessarily indicate 
that the issuing concern possesses a valuable goodwill. 


count does not in any respect resemble the 
capitalized value of future excess profits 
and that a bona fide purchase of goodwill 
has not been consummated. 

Finney makes a significant statement in 
condemnation of this practice. He says: 
“The Goodwill account has been chiefly 
misused by charging it with discount on 
stock. Since goodwill is based on business 
profits, it cannot exist apart from a busi- 
ness; therefore, if stock is issued for cash or 
for assets which are not a part of a going 
business, there is no justification whatever 
for charging the discount on stock to a 
Goodwill account.” 

When stock is issued at a discount it 
may be carried indefinitely in a discount 
account, or it may be written off to Sur- 
plus, but never to a Goodwill account. _, 


ORGANIZATION EXPENSES CHARGED 
TO GOODWILL 


Organization expenses include promo- 
tion and legal expenses, incorporation fees, 
fees for filing and acknowledging papers, 
the cost of prospectuses, cost of printing 
certificates of stock, and other items inci- 
dent to the starting of a new enterprise. 
Such expenditures are essentially of the 
same nature as developmental expenses, 
i.€., necessary expenditures in the launch- 
ing of a new enterprise. Other than the ob- 
jections to the capitalization of advertising 
and developmental expenditures, another 
inconsistency is involved in a capitaliza- 
tion of organization expenses of a new con- 
cern. Accountants are agreed that goodwill 
cannot be attached to a new concern,” 
therefore, from this point of view organ- 


sy = A. Finney, Principles of Accounting, Vol. 1, 
p. 315. 

26 New concern is intended to mean a concern which 
does not arise out of outright purchase, incorporation, 
reorganization, or recapitalization of one or more al- 
ready going concerns. The statement made by Dicksee 
and Tillyard is typical. “It (goodwill) is the one thing 
which distinguishes an old established business from a 
new business at its first start.”-—Dicksee and Tillyard, 
op. cit., p. 46. 
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ization expense should never be considered 
as goodwill. 

Finney has said that “not infrequently 
such expenses (organization expenses) are 
charged to a Goodwill account, where they 
remain permanently capitalized; but this 
is an improper use of the Goodwill ac- 
count.””6 


DIRECT WRITE-UP OF GOODWILL 


A direct write-up of goodwill in the ac- 
counts by a debit to Goodwill and a credit 
to Surplus should, under ordinary circum- 
stances, never be allowed by the account- 
ant.” Such procedure violates the rule that 
goodwill should appear on the balance 
sheet at the cost price. Another objection 
is that an arbitrary valuation is necessary 
and since the owner would be placing a 
value upon his own property, it is likely 
to be over-estimated.”* Then, from a 
strictly practical standpoint there is no 
reason for bringing goodwill into the ac- 


% Op. cit., p. 70. 

7 An exception has already been pointed out. “To 
capitalize non-purchased goodwill would be equivalent 
to anticipating profits by writing up an asset above cost 
without making a sale.”—Montgomery, Financial 
Handbook, 1927, p. 1575. 

*8“Human nature is so incurably optimistic, es- 
pecially when it comes to estimating one’s own posses- 
sions.” —Hatfield, op. cit., p. 113. 


counts through a direct write-up to Sur- 
plus. The sales possibilities of the firm are 
not increased. Neither is the credit posi- 
tion of the firm strengthened, since finan- 
ciers frequently deduct all intangible val- 
ues from the net worth section of the 
balance sheet when a loan is being con- 
templated. 

On this point, Finney says: “A com- 
pany, after years of successful and profit- 
able operation, may feel that it has created 
a goodwill, and may proceed to put it on 
the books by debiting Goodwill and credit- 
ing Surplus. Although the company may 
be entirely correct in maintaining that it 
has created goodwill, it is not justified in 
placing it on its books by a credit to Sur- 
plus or by any other credit. If, after writ- 
ing the goodwill onto the books, the 
company proceeds to pay a dividend from 
the Surplus created, it is guilty of paying 
dividends out of capital, unless it already 
had a surplus equal to the amount of the 
dividend.””® 

The logical conclusion is that a direct 
write-up of goodwill by a debit to that ac- 
count and a credit to Surplus is usually 
unnecessary and unjustifiable. 


2° Op. cit., p. 316. 


THE PRACTITIONER’S RESPONSIBILITIES FOR 
ACCOUNTANCY EDUCATION 


Roy B. Kester 


in connection with a program of pro- 

fessional education, is one of great 
current interest to the practitioner as well 
as to the educator. Implicit in the term re- 
sponsibility is a general recognition of cer- 
tain standards of action and degrees of 
obligation. For example, there is recogni- 
tion of such responsibilities as those of the 
head of the family to support his family; 


Ts responsibility of the practitioner 


those of a citizen to bear arms in the de- 
fense of his country; those of any person, 
whether citizen or not, to act within the 
law of the land. The idea of duty is also 
implicit in the term, and even further car- 
ries the idea of accountability, not only to 
a court of opinion but even to a court of 
law. 

Varying degrees of responsibility are 
quite generally recognized; for example, a 
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man is fully responsible for the support, 
education, and even the acts of his own 
offspring. He does not, however, have the 
same degree of responsibility for the chil- 
dren of another, although society does 
recognize other responsibilities in that con- 
nection. These ideas of responsibility are 
the outgrowth of natural feelings which 
have become expressed in the customs of 
society and have found further expression 
in the laws of the land. They are the out- 
growth of human experiences over the 
ages. And the element of interest, particu- 
larly self-interest, is one of the motives 
leading to their recognition. 

A man may become interested in a great 
many things without feeling a personal re- 
sponsibility for the advancement of those 
things. He may become interested in fine 
arts, for example, and enjoy taking every 
opportunity of satisfying that interest by 
visiting museums of art and architecture. 
His interest here is largely that of self- 
satisfaction. As intensity of interest in- 
creases, however, dependence of personal 
well being on the object of one’s interest 
is a frequent result. Professional responsi- 
bilities are of this latter kind. Professional 
men are willing to accept certain responsi- 
bilities growing out of their professional 
life because it is largely to their self-inter- 
est—an enlightened self-interest which 
recognizes the rights of outsiders in con- 
nection with the quality of service ren- 
dered. 

The nature of a professional man’s re- 
sponsibilities may be treated under three 
general heads: (1) those to his clients; 
(2) those to his profession; and (3) those 
to society at large. In connection with re- 
sponsibilities to his client, it should always 
be remembered that the basis of that re- 
sponsibility is either a specific or an im- 
plied contract of service entered into. This 
contract is so generally recognized that it 
is enforceable at law. A man may hold 
himself out to do certain kinds of work, 


such, for example, as cutting grass or 
manual labor of other sorts without per- 
haps implying that he is a good cutter of 
grass; no great degree of skill being re- 
quired or of harm resulting if he should not 
prove to be expert in workmanship. A pro- 
fessional man, however, has placed upon 
him the responsibilities arising from the 
self-interest of the profession and the self- 
interest of his client and of society in gen- 
eral that he does have average ability in 
his professional service. If it can be shown 
that harm arises to any client through a 
professional performance of less than aver- 
age ability, then that client certainly has 
the right to action at law. 

In connection with professional account- 
ing service, there is implicit a contractual 
obligation to render a good type of service 
and this obligation extends not only to 
himself but to the members of his staff. 
The so-called common law rule of caveat 
emptor, “let the buyer beware,” hardly 
applies in the same degree or to the same 
extent in the contract between client and 
professional man as in contracts covering 
the exchange of goods. In connection with 
the contract of professional service, there 
is always a guarantee. It is largely out of 
this well-recognized responsibility to ren- 
der proper service that the profession has 
had to take cognizance of the necessity for 
education. If a professional man is to be 
held accountable not only for the type of 
service which he himself renders, but also 
for that rendered by his staff, common 
sense and business prudence demand that 
his staff be selected with care. 

With regard to the responsibility which 
a man has to his profession, every practi- 
tioner should recognize that his own repu- 
tation and that of his profession rest not 
alone on the quality of his own service but 
also on that of his fellow practitioners. 
Hence, professional men have always felt 
the need of joining together in associa- 
tions. Occasionally—particularly in the 
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smaller communities where competition 
is sharp—there is a reluctance to join in 
with fellow practitioners to discuss prob- 
lems and methods relating to professional 
work. This reluctance seems to rest on the 
feeling that one’s own methods and tech- 
niques constitute a stock in trade. To 
make them available to fellow practi- 
tioners is not one of his obligations. That 
idea, fortunately, has not been too preva- 
lent. 

In all professions are found professional 
jealousies which militate against getting 
the full benefit of professional association 
and activities but there has probably been 
less of this in the accounting profession 
than in any other profession. In the Na- 
tional Association of Cost Accountants 
there is almost entire freedom from the 
feeling that there is any secrecy attaching 
to the particular methods employed by 
private accountants. And over the years 
there is evident a tendency in that same 
direction among associations of public ac- 
countants. 

It is thus evident that one of the first 
and most important responsibilities of a 
professional man is to associate himself 
with his fellow practitioners. It is esti- 
mated that there are in practice today 
between fifteen and twenty thousand certi- 
fied public accountants in this country. 
When one compares that number with the 
present membership of the American In- 
stitute of Accountants, the one national 
association of public accountants, of about 
seventy-five hundred, one sees that there 
is not nearly one hundred per cent recog- 
nition of this responsibility among pro- 
fessional accountants. In New York state, 
if I recall my figures correctly, some eight 
thousand or more certificates of certified 
public accountant have been granted. The 
New York State Society of Certified Pub- 
lic Accountants does not contain anything 
like that number of members. So there is 
still a great deal to be done in impressing 


upon members of the profession their re- 
sponsibility in respect to general profes- 
sional activities. 

A professional friend of mine in com- 
menting on his own professional career 
some time ago said to me, “‘I believe I have 
acknowledged the responsibilities which 
grow out of professional service by joining 
those associations in the field of which my 
service lies. I have recognized it further by 
taking part in their activities and by serv- 
ing on their committees for the advance- 
ment of their several professions. I have 
even prepared papers and taken part on 
their public programs. That represents my 
conception of my duty as a professional 
man to my profession.” 

The responsibility of the profession goes 
further than this. It should include service 
and association with allied organizations 
such as chambers of commerce, trade asso- 
ciations, and even recreational clubs. 
There is probably no better way of edu- 
cating the public to appreciate the type 
of professional service offered. 

There is also a responsibility to society. 
By permitting him special privileges under 
the law, society gives the professional man 
advantages which are denied to the non- 
professional. Society demands in return 
certain minimum standards of professional 
worth, and by so doing attempts to safe- 
guard itself from charlatans and the un- 
skilled. 

But a professional man’s responsibility 
to society goes even further. He should, I 
believe, actively concern himself with pro- 
posed legislation affecting the economic 
welfare of the community. The Chamber 
of Commerce of the United States has es- 
tablished its headquarters at Washington 
largely to see that legislation harmful to 
the economic welfare of the country is not 
passed by our national legislature. During 
the past session of Congress, a consider- 
able number of the members of our own 
profession have appeared before commit- 
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tees at the national capital to express 
opinion with regard to proposed legisla- 
tion. In this connection, I need mention 
only the wide activities of George O. May 
who has concerned himself in pointing out 
what he has considered some of the eco- 
nomic and administrative faults of pro- 
posed legislation. 

These various responsibilities of the pro- 
fessional man have been pointed out for 
the general purpose of indicating the nec- 
essity of a sound program of education. 
While it is apparent that the necessity for 
a high standard of education is inherent in 
the contract of service between accountant 
and client, it is equally apparent that the 
same necessity exists in connection with 
the other two responsibilities. 

It is now appropriate to raise the ques- 
tion as to whether and to what extent the 
profession has accepted its educational re- 
sponsibilities. Probably the earliest recog- 
nition of responsibility along educational 
lines is evidenced by the securing of the 
passage of the certified public accountant 
laws in all states of the union. The New 
York law, as I recall, was placed on the 
statute books in 1895, and probably a 
period of twenty-five or thirty years was 
necessary for a general recognition through- 
out all of our states of that phase of educa- 
tional responsibility. This educational 
responsibility in all cases is made effec- 
tive by means of the certified-public- 
accountant examination which attempts 
to prevent the unskilled and undesirable 
from entering the profession. In this con- 
nection, it should be pointed out and kept 
in mind that the educational standards set 
by certified-public-accountant examina- 
tions usually lag considerably behind the 
conception of full educational responsibil- 
ity held by the leaders of the profession. It 
represents a minimum standard of what 
the educational requirements should be. 

Usually in the early years of a profes- 
sion the members themselves attempt to 


provide all the training considered neces- 
sary for young men entering the profession. 
Almost always a new profession uses the 
apprenticeship method of training. This is 
similar to the training provided by the old 
trade guilds in which a man was required to 
show a certain degree of skill before he was 
admitted to the full practice of his trade. 
There was also inherent in the philosophy 
underlying this method of training a desire 
to control the number of men admitted to 
the profession. Thus, even today, in the 
contract of indenture for the training of 
young men in public accounting offices in 
England, there is involved a restriction of 
the numbers to whom the profession will 
be opened after the showing of a degree of 
proficiency. 

As a profession grows older it begins to 
realize that the professional man and his 
firm are not properly equipped to carry on 
the program of training which it is recog- 
nized must be provided for young men 
entering the profession. Hence, we find 
the profession looking about for some bet- 
ter method of taking care of its educational 
needs. With that comes the establishment 
of professional schools or professional 
courses. Just as with law and medicine, 
accounting has come to a recognition of 
the need of the outside school—the scho- 
lastic method of training. New York Uni- 
versity’s School of Commerce, Accounts 
and Finance was the direct result of the 
recognition of this fact by the New York 
State Society of Certified Public Account- 
ants. The University of Denver, School of 
Commerce was the direct result of the rec- 
ognition of that need by the small group 
of accountants in Colorado, directly re- 
sponsible for the organization of that 
school. Although in many schools the in- 
clusion of accounting courses cannot be 
traced to the needs and activities of the 
profession with quite that directness, all 
schools of business today have training 
courses in accounting. 
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Turning over, the function of education 
to the outside school has occasioned some 
of the troubles which many professions are 
meeting today. So long as the educational 
function was centered in and controlled by 
the members themselves, the profession 
had a much better control over the type of 
man who was allowed to enter. This is 
probably responsible in no small degree 
for the trouble which the legal profession 
is having today in its failure to demand 
and secure the establishment of a proper 
standard of ethics. The ambulance-chasing 
lawyer is going to have his counterpart 
among the accountants. There is already 
evidence of it and something must be done 
by the profession to resume a fuller control 
over the young men who are entering the 
profession. 

The schools naturally do not have the 
same understanding of the needs of the 
profession as the profession itself has so 
the first need is a recognition on the part 
of school men of the dangers inherent in 
the present situation as well as a recogni- 
tion by the practitioner of his responsibil- 
ity for it. The solution of the problem will 
probably be found in coéperative action 
between the profession and the schools 
such as, the establishment of sponsoring 
committees and of advisory committees 
from the profession. Joint membership of 
professional and school men in professional 
associations would be another method of 
providing a basis of understanding for the 
common problems of each—the chief rea- 
son for the change of name of the old 
American Association of University In- 
structors in Accounting, a long, ambiguous 
title, to the American Accounting Associa- 
tion, was the hope that by such change of 
name would come a fuller interest of mem- 
bers of the profession in the educational 
activities and problems of the schools 
of business and professional accounting 
schools. 

There is also a necessity for the profes- 


sion’s recognizing its responsibility in the 
setup of scholastic standards for training 
accountants. This may be accomplished 
either by a revision and raising of the 
standards set by certified-public-account- 
ant laws and boards or by the adoption of 
minimum standards in professional socie- 
ties. New York State some nine years ago 
passed a law under which no man would 
be allowed to take the certified-public-ac- 
countant examination unless he were a 
graduate of a college or school of account- 
ancy, whose standards were recognized 
and registered by the State Department of 
Education. That appeared a radical step 
at a time when only high school graduation 
or its equivalent was the usual educational 
qualification. However, New York State 
postponed the application of the law until 
January 1, 1938. The schools in New York 
City can already notice the initial effects 
of that law through a greater interest on 
the part of young men on the staffs of pub- 
lic accounting offices, who do not meet the 
educational qualification set by the law. 
Increased numbers are coming into the 
evening courses in order to qualify under 
the new provision of the law. And the next 
ten years are going to see a general raising 
of standards either by revision of the 
C.P.A. law or by revision of the rules and 
regulations of certified public accountant 
boards. 

The American Institute of Accountants 
at its session last October definitely set up 
specific educational requirements—not 
for entrance into the profession, because 
that is controlled by state laws, but as an 
expression of the considered opinion of the 
professional body as to minimum stand- 
ards which should be adhered to by young 
men training for the profession. Those 
minimum standards are: (1) graduation 
from a four-year college after four years of 
high school work; (2) the course of col- 
legiate study shall comprise both liberal 
arts and technical and professional studies 
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in equal amount, i.e., approximately two 
years of study devoted to each group; and 
(3) the technical and professional studies 
shall comprise—when expressed in stand- 
ard measuring units of collegiate work— 
(a) eight units in commercial law, (b) eight 
units in finance, (c) six units in economics 
and (d) thirty-eight units in technical ac- 
counting. The inadequacy of this prep- 
aration from a professional scholastic 
standpoint becomes quite apparent when 
compared with that of the legal profes- 
sion which at the present time requires a 
minimum of two years of liberal arts col- 
lege preparation plus ninety points of 
professional training in law. The ninety 
points of the law are to be compared with 
the sixty of the accounting profession, if 
one includes business and related subjects 
as a part of the professional training of the 
accountant, or with thirty-eight points if 
one includes only the technical accounting 
courses. 

As a further means of raising its stand- 
ards, in the near future the profession must 
assume responsibility for rating profes- 
sional schools as satisfactory or unsatis- 
factory. Just as New York State has found 
it necessary to evaluate the adequacy of 
the work done by the various schools of 
accounting by compelling them to submit 
credentials on the basis of which such 
schools are either registered or refused 
registration, so our professional societies, 
state and national, must get under way 
programs of rating and weighing the 
courses of study offered by professional 
training schools in the various states. Such 
rating must take into consideration such 
things as faculty personnel, library and 
laboratory facilities, and the general type 
of student being trained. 

Because there is no particular restraint 
that is placed or can well be placed upon 
any student’s entering upon such a course 
of study, too often the man who finishes a 
course of training for professional account- 


ing does not have those personal qualities 
which make for professional success. It is a 
difficult job to devise a scheme by means 
of which one can sort out at the beginning 
and not allow young men markedly defi- 
cient in professional qualification to enter 
upon a course of professional training. 
Effort must be pointed in that direction, 
however. The profession must sit down 
with the educator and attempt to point 
out to him the type of young man who 
gives promise of success in the professional 
field so that the educator will have some- 
thing definite and specific to work on in 
attempting to weed out at the beginning 
those unlikely to succeed. 

The profession has a responsibility to 
the schools—and will to that extent influ- 
ence the type of instruction given—to 
furnish the schools with teaching mate- 
rials, case materials, to open up the files 
of interesting cases and so make that ma- 
terial available for instructional use. Noth- 
ing will vitalize classroom instructions so 
much as this. 

There is also a responsibility resting on 
the profession to be willing to assume part- 
time teaching duties in the schools. 
Through association with the faculty and 
through intimate knowledge of the con- 
tent of the course of study secured in this 
way, the members of the profession are 
then in a position to give intelligent advice 
and counsel as to changes that might well 
be made in the conduct of the training pro- 
gram. 

These, it seems to me, are the main fields 
of responsibility which the profession has 
along educational lines. Too many mem- 
bers of the profession have been so busy 
taking care of their own practice and 
building it up, that as yet they have no 
real notion of responsibility to the profes- 
sion of the future. When a professional 
man, busy with his practice, is getting a 
fairly satisfactory type of young man seek- 
ing admission to his staff, he is apt to be 
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slow in recognizing personal responsibility 
for the training of young men for entrance 
to the profession. But it is certain that un- 
less the men in practice recognize and con- 
cern themselves with their educational 
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responsibilities more than has been true 
in the past, the accounting profession is 
going to face much the same situation that 
the legal profession is facing. 


DEPRECIATION AS A FUNCTION OF REVENUE 


OswALD NIELSEN 


URING recent years, when many 
D businesses have reported heavy 

losses, some economists have ac- 
cused accountants of erring in so generally 
charging depreciation on the straight-line 
basis. That accountants tend to overstate 
profits in periods of prosperity and to ex- 
aggerate losses during depressions is the 
opinion of those who maintain this view- 
point. These alternate overstatements of 
profits and losses, it is asserted, lead busi- 
ness managers and investors to assume 
respective attitudes of over- and under- 
confidence regarding prospects of business 
conditions. Therefore, accountants have 
been urged to forsake the straight-line 
method of making depreciation charges 
and, instead, to vary them with business 
activity. At times, some members of the ac- 
counting profession have advanced views 
of a similar, if not identical nature. 

Before going into the merits of this pro- 
posal the following typical arguments in 
favor of such a procedure may be men- 
tioned: 

The first groups of arguments are pre- 
sented from the standpoint of economic 
theory. In an unpublished paper entitled, 
Regional Economic Planning Alvin H. 
Hansen states: 

_ From the economic viewpoint a capital asset 
is primarily a bundle of services receivable in the 
future and depreciation of the asset may be con- 
sidered to be the conversion of these services into 
product values. In a business in which seasonal 


and cyclical fluctuations necessarily have to be 
dealt with, recovery of these services is inevitably 


an unequal matter and the assessing of asset 
costs in proportion to services rendered is prob- 
ably equitable to all interests concerned. 


A similar line of reasoning, from the per- 
spective of the accounting theorist, is pre- 
sented by Willard J. Graham:! 

From the standpoint of pure theory there is 
much to be said in favor of gross revenue as a 
basis for annual depreciation charges. In the 
final analysis fixed properties are consumed to 
produce revenues, and why, therefore, should 
not the expiration of their service life be charged 
against operating periods in proportion to the 
extent to which they perform this their primary 
function? 


A third such argument is based upon 
analogy. It recognizes that depletion of 
mines is allocated on an output basis and 
suggests that the physical depreciation of 
fixed assets results largely from use. Hence, 
sound accounting practice should charge 
depreciation as a function of output. Wil- 
liam B. Castenholz? carries this reasoning 
one step further. He maintains that depre- 
ciation of fixed assets used in extractive 
industries, especially those assets which 
will have no further use after the natural 
resource is exhausted, varies with the de- 
gree of intensity of operation and that it 
may properly be charged on an output 
basis. With respect to this method of al- 
location he says: 


This method of depreciation, although not 


1 Public Utility Valuation, The University of Chi- 
cago Press, Chicago, 1934, pp. 86-87. 

2A Solution to the Appreciation Problem, La Salle 
Extension University, Chicago, 1931, p. 85. 
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consciously so, is a recognition of the principle 
that depreciation is a use charge and not primarily 
a temporal matter, and that its expression should 
conform exactly to the operations that the de- 
preciable assets serve. The depreciable assets are 
virtually deferred, or prepaid, extraction expenses 
that become costs as extraction occurs in ac- 
cordance with the quantities of natural resources 
extracted. 


Roy B. Kester® presents a fourth ap- 
proach to the problem illustrating this 
point of view. He asserts that depreciation 
charges based upon the normal life of an 
asset presuppose an ‘“‘average, normal, use 
of the equipment.” He believes such 
charges to be satisfactory only as long as 
business operations do not deviate from 
average intensity. When, however, busi- 
ness activity exceeds its norm too little de- 
preciation is charged and: 

When,... , a period of depression comes and 
much of the equipment is idle, it is clear that that 
period, if wear and tear from use is the effective 
depreciation, would be burdened unduly with a 


depreciation charge based on years or months of 
service life. 


Another justification is advanced by J. 
B. Canning.* It might be designated as a 
“capacity of production argument,” since 
it implies that the part of plant which is 
idle during years of depression was built to 
meet demand in periods of prosperity. 
Hence, depreciation on such property 
should be allocated entirely to the years 
when business is in excess of the amount 
that could be handled in the plant before 
expansion. This reasoning implies that de- 
preciation charges in periods of prosperity 
and depression would be the same as for a 
plant for which the sales of a given year 
would be met by optimum operating con- 
ditions. 

A final argument, also stated by Profes- 
sor Hansen, recognizes that the most wide- 

3 Depreciation, The Ronald Press Company, New 
York, 1924, p. 33. 

4 “A Certain Erratic Tendency in Accountants’ In- 


come Procedure,” Econometrica, Vol. 1, No. 1, January, 
1933, pp. 60-61. 


ly used basis for charging depreciation is 
the straight-line method and asserts that 
this method often leads to arbitrary varia- 
tions in depreciation charges. The inability 
to show a profit under the straight-line 
basis during extended periods of depres- 
sion results, as repeatedly has been the 
case, in its abandonment and the substitu- 
tion of arbitrarily reduced depreciation 
charges. Thus, the straight-line method 
frequently breaks down in the face of ad- 
verse business conditions. 

Despite these arguments, experimenta- 
tion with allocating depreciation along the 
suggested lines has been discouraged by 
the objections advanced by authorities in 
the fields of accountancy and finance. 

In the first place, there seems to be a 
feeling among the majority of accountants 
that, on the whole, varying depreciation 
charges as a function of business activity 
is merely a manipulation of the accounts in 
order to present a good showing in depres- 
sion years. The present problem pertains 
to establishing objective methods of vary- 
ing depreciation charges and so avoiding 
accusations of subjective manipulation. 

Another objection is presented by Pro- 
fessor Kester. Depreciation charged on 
the basis of gross earnings, he asserts, is il- 
logical in those cases where variations in 
gross earnings do not coincide with fluctu- 
ations in the quantity of production and 
hence will not yield “satisfactory results.” 
It is generally recognized that varying and 
even conflicting criteria may determine 
whether or not results from making depre- 
ciation charges on any basis are satisfac- 
tory. Then, too, even if a procedure for 
charging depreciation is illogical in some 
cases on the basis of predetermined tests, 
there may be a large number of cases 
which cannot be excluded on the grounds 

5 Advanced Accounting, Thitd Revised Edition, The 
Ronald Press Company, New York, 1933, p. 281. See 
also, Mason, Perry, Principles of Public-Utility De- 


preciation, the American Accounting Association, Chi- 
cago, 1937, pp. 70 ff. 
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of inconsistency. Furthermore, this objec- 
tion minimizes the importance of the fact 
that commitments for the purchase of 
fixed assets are made with a view to the 
earning of income and, hence, disregards 
the possibility that the greater the earn- 
ings arising out of these commitments the 
larger a proportion of the expense arising 
out of them might well be charged against 
income. 

A third objection, similar to the second, 
insisting that depreciation has “‘little rela- 
tion to earnings”’ is raised by Arthur Stone 
Dewing’ as a criticism of public-utility ac- 
counting. It reads: 


Clearly the aging and wasting of a large pro- 
portion of the equipment of the business bears 
little relation to the amount of business done, and 
less to the amount of gross profits. Carried to the 
extreme it would mean that when the corporation 


earned no gross profits, its property would neither 
age nor wear out. 


In depreciation accounting one is con- 
cerned primarily with cost allocation and 
only secondarily, if at all, with recording 
the wearing out or aging of fixed assets. 
The engineer is better qualified to deter- 
mine the service condition of the asset 
than is the accountant. 

A fourth objection is raised by Professor 
Graham’ when he argues that the practical 
difficulty of predicting future revenues 
“with any great degree of accuracy” would 
prevent the allocation of depreciation as a 
function of them. It is true that neither fu- 
ture gross earnings nor output can be pre- 
dicted without error. The objection as 
stated by Professor Graham does not 
grant that, as time passes and as the direc- 
tion of the intensity of business operations 
can be predicted within narrower limits of 
probable error, adjustments can be made 
to bring depreciation charges more nearly 
into line with accuracy. Furthermore, it 


° The Financial Policy of Corporations, The Ronald 
Press Company, New York, 1926, pp. 482-483. 
7 Op. cit., p. 87. 


must be recognized that errors also result 
under the straight-line method, since the 
service lives of assets cannot be predicted 
with exactness. Then, too, in cases where 
the service lives of fixed assets are very 
sensitive to the amount of use to which 
they may be devoted any prediction of the 
number of their years of usefulness will be 
just as inaccurate as would be one of total 
revenues. 

There is some objection arising out of 
the feeling that Federal income-tax laws 
and regulations would obstruct the adop- 
tion of such a depreciation policy. Outside 
of such inertia as may delay the shifting 
from one depreciation basis to another this 
cannot be alleged as true. For in Article 23 
of Regulations 94 it is stated that, 

The capital sum to be recovered shall be 
charged off over the useful life of the property, 
either in equal annual installments or in accord- 
ance with any other recognized trade practice, 
such as an apportionment of the capital sum over 
units of production. Whatever plan or method 
of apportionment is adopted must be reasonable 


and must have due regard to operating conditions 
during the taxable period. 


A sixth objection arises out of the con- 
viction that the values of fixed assets as 
shown on the balance sheet will be dis- 
torted. This contention cannot be proved 
objectively. The so-called “book values” 
of fixed assets are nothing more than de- 
ferred charges to expense. The values of 
such assets depend upon their earning 
powers. Except when they are just ac- 
quired and tend to possess values equal to 
the capitalized value of their anticipated 
future earnings their values cannot be de- 
termined. Even in an appraisal the engi- 
neer can-do no more than estimate value 
on the basis of service condition and cost 
of reproduction. 

A number of methods may be suggested 
for the allocation of depreciation according 
to variations in business conditions. De- 
preciation charges might be made to fluc- 
tuate according to general business condi- 
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tions or conditions within the industry of 
which the business is a part. A serious 
drawback to these bases is that business 
conditions of the individual establishment 
may be different from those of business in 
general or even from those of the industry. 
It seems more reasonable to use as a basis 
of allocation some phenomenon within the 
concern itself. 

Very few suggestions have been made in 
the literature on how depreciation might 
be made to vary with fluctuations in the 
activity of the individual business unit. 
Nor do the few suggestions that have been 
made embody any especial treatment of 
methods. Professor Canning* proposes 
that some absolute quantity, k, be deter- 
mined for conditions of normal business 
activity. Then the annual depreciation 
charge will be equal to &[1+/(,q)] where, 
the f(p,q) equals some function of price 
and quantity of production. Over the life- 
time of the asset &[1+/(p,9)] will 
equal the total outlay. As yet, however, no 
one has succeeded in developing a satis- 
factory formula for the f(,q). 

In a somewhat different connection 
Gustaf Lindahl,® recommends a ‘“‘normal”’ 
depreciation charge for costing purposes 
and also an extra depreciation charge to 
write off the money costs of capital ac- 
quired at prices higher than normal, such 
as exist during periods of wartime prosper- 
ity. Here one encounters the problem of 
determining when the prices of fixed cap- 
ital are normal. 

Other possibilities include varying de- 
preciation with indices of the establish- 
ment’s physical volume of sales, total dol- 
lar value of sales, and volume of physical 
output. The present writer had hoped to 
experiment with each of these three. Diffi- 
culty was encountered, however, in finding 
suitable retail price data for deflating the 

8 Op. cit., pp. 59-60. 


® “Avskrivning vid vixlande penningvirde,” Ekono- 
misk Tidskrift, Arg. xxiv, Haft 5-6, 1922. 


sales figures to determine indices of their 
physical volume and, consequently, any 
attempt to observe the effects of varying 
depreciation with fluctuations in physical 
sales volume had to be abandoned. The 
study was therefore confined to analyzing 
the effects of basing depreciation charges 
upon variations in indices of sales and vol- 
ume of production. 

For the purpose of making such analyses 
the writer was permitted to select from the 
files of the Employment Stabilization Re- 
search Institute of the University of Min- 
nesota, the balance sheets and income 
statements, covering the years 1921-1931, 
inclusive, of nine millworking companies, 
located in Minneapolis, Saint Paul, Bay- 
port, and Stillwater, Minnesota. These 
statements were chosen because they were 
the only ones available which possessed a 
high degree of uniformity from year to 
year and from company to company, in 
addition to a necessary minimum of in- 
formation. This minimum, it was believed, 
should consist of the cost charged at the 
time of acquisition (or, in lieu thereof, the 
appraisal values), the depreciation re- 
serves, and the yearly depreciation charges 
for the various classes of fixed assets, such 
as buildings, machinery, etc. 

Within this eleven-year period, the de- 
preciation charges for each company were 
reallocated to vary, first, with its net sales 
and, second, with its estimated volume of 
output. In order to accomplish this, each 
class of fixed assets was divided into sub- 
classes based upon the years in which 
property items were acquired and retired 
from service. The reallocation of deprecia- 
tion was made separately for each of these 
subclasses. Thus, the depreciation actually 
charged during the eleven-year period was 
merely reallocated within that same peri- 
od. This is a limitation placed upon the 
analysis by the lack of relevant data per- 
taining to other years during which these 
subgroups were used. It is realized that the 
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results would differ if the total deprecia- 
tion on each subclass were reallocated over 
the actual years during which it was used 
rather than over those falling within the 
eleven-year period. 

Two sets of revised balance sheets and 
income statements were prepared, in 
which were reflected the adjusted depreci- 
ation charges. From the original and re- 
vised statements an analysis of the effects 
was made primarily in terms of changes 
that occurred in net profits and in the fol- 
lowing ratios: 

(1) Total depreciation to net sales. 

(2) Depreciation of fixed assets used in 
manufacturing to cost of goods 
manufactured. 

3) Turnover of inventories. 

4) Debt to net worth. 

5) Operating ratio. 

6) Net sales to total assets. 

A large share of the analysis will center 
around the last four of these ratios. 

One company experienced a downward 
trend in net sales, having sales below the 
average for the years 1927 through 1931. 
For two companies net sales were above 
average only for the years, 1924 to 1929 in- 
clusive. The other companies had net sales 
above average in 1921, 1922, 1924, 1930, 


and 1931. With respect to its average, the 


volume of output for each company varied 
in the same direction as did its net sales, 
although variations in the latter were of 
greater relative magnitude than in the 
former. ~ 

On the whole, the depreciation actually 
charged by each of these companies did 
not vary as much from year-to-year as did 
either net sales or volume of output. Fur- 
thermore, the movements of the deprecia- 
tion charges were often in directions 
opposite to those of the fluctuation in ei- 
ther net sales or output. Depreciation was 
charged on the straight-line basis, except 
for two companies which made no such 
charges for two years. As a result of both 


reallocation processes variations of depre- 
ciation charges became greater and were 
quite similar to those of net sales and out- 
put. Thus, on the whole, the ratios of total 
depreciation to net sales and of deprecia- 
tion of the fixed assets used in manufactur- 
ing to cost of goods manufactured assumed 
greater uniformity from year to year. 
However, there was a greater reduction in 
variation when depreciation was allocated 
on the net sales than on the output basis. 

The writer computed the turnover of in- 
ventories as the ratio of cost of goods sold 
to the average of the inventories at the be- 
ginning and ending of each year. Obvious- 
ly, variations in depreciation charges will 
be reflected in cost of goods sold and in- 
ventories of work in process and finished 
goods. Since the inventories of the compa- 
nies analyzed consisted almost entirely of 
raw materials the negligible effect of vary- 
ing depreciation upon work in process and 
finished goods was ignored. In general, the 
turnover of inventories became less for the 
years in which net sales or volume of out- 
put was below average. Exceptions oc- 
curred in the case of two companies whose 
inventories contracted materially. For one 
of these companies the current ratio fell 
from 1.42 in 1930 to 1.07 in 1931 and the 
ratio of quick assets to current liabilities 
reached .60. For the other company the 
current ratio fell from 2.66 to 1.61 from 
December 31, 1930 to December 31, 1931. 
Its ratio of quick assets to current liabili- 
ties was 1.22, which might ordinarily be 
considered satisfactory. In this case, how- 
ever, it seems probable that the quick as- 
sets included a large percentage of slow 
receivables, since their turnover declined 
from 4.36 in 1930 to 2.74 in 1931. Thus, it 
appears that the short-term credit position 
of these two companies had deteriorated 
sufficiently to hinder the purchasing of 
large stocks of materials. Furthermore, the 
decrease in inventories also might be ac- 
counted for in part by a disinclination to 
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buy materials in the face of contracting 
business activity. 

If it is considered desirable to loosen 
short-term credit during depression and 
tighten it somewhat during prosperity, 
then it might also be well to render the in- 
ventory-turnover ratio more uniform, or, 
at least, less subject to such chance varia- 
tions as those that might result from 
charges over the allocation of which the 
accountant may use his judgment. How- 
ever, such an objective cannot be attained 
by charging depreciation as a function of 
net sales or volume of output. For, increas- 
ing the depreciation charges in periods 
when sales or output are above average 
tends to increase the cost of goods sold rela- 
tively more than it does inventories. This 
is especially true when partly and com- 
pletely finished goods constitute a negligible 
portion of the inventory. Therefore, this 
ratio tends to rise. The reverse situation 
would result in periods of declining selling 
and/or manufacturing activities. That is, 
these methods of charging depreciation 
would result in greater variation in the 
turnover of inventories than would re- 
sult if depreciation were charged on the 
straight-line basis. 

This conclusion was verified by the anal- 
ysis. When depreciation was allocated as a 
function of both net sales and volume of 
output the range of variation in the turn- 
over of inventories increased for six of the 
companies. For two of these establish- 
ments the decrease in variation can only 
be explained by the fact that retirements 
and acquisitions of certain subgroups of 
fixed assets occurred so that there were 
very few years over which the writer was 
able to reallocate the depreciation charges. 
Had it been possible to reallocate them 
over the whole of the periods during which 
these subgroups were used then the range 
of variation would no doubt have been in- 
creased. In the case of the third exception 
the decrease in the range of variation is 


explained by the fact that the company it- 
self abandoned its earlier (straight-line) 
policy and altogether discontinued depre- 
ciation charges in 1930 and 1931. By both 
methods of reallocation some of the charges 
for earlier years were shifted to these last 
two, since by the procedure adopted some 
depreciation was allotted to every year in 
which goods were sold and/or produced. 
Naturally, in such a case the range of vari- 
ation would decrease. 

It is not possible to make any general 
statement which would portray the ratio 
of debt to net worth when calculated from 
the unrevised statements. The magnitude 
of this ratio depends upon the size of the 
debt itself as well as upon various factors 
affecting net worth, the latter including 
stock flotations and retirements, divi- 
dends, profits, and miscellaneous charges 
and credits to net worth accounts. As far 
as this study is concerned interest is con- 
fined to the influence which depreciation 
policy, through its effect on profits, has on 
this ratio. 

The effects of shifting from depreciation 
charged on a straight-line to a sales or out- 
put basis depends not only upon the depre- 
ciation charges made in the year for which 
the ratio is calculated but also upon the 
charges made in previous years. Three hy- 
pothetical cases will illustrate this point, 
and from these illustrations more detailed 
statements may be formulated. 

Assume a series of three years with prof- 
its of 5,000 dollars per year when depreci- 
ation of 2,000 dollars (z.e., 6,000 dollars for 
the three years) is charged on the straight- 
line basis. Assume, also, that the total debt 
at the end of each year is 10,000 dollars 
and that the net worth at the beginning of 
the first year is 20,000 dollars. Since the 
objective of this study is to analyze the ef- 
fect of varying depreciation with sales or 
output, the cases may be simplified by as- 
suming that the only factor affecting net 
worth throughout is profits. 
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Case I. One-third of the 6,000 dollars of 
depreciation is charged each year: 


y, Net Worthat End Ratio of Debt to 
waa of Year Net Worth 
1 25,000 40.0% 
2 30,000 33.3% 
3 35,000 28.6% 


Case II. The depreciation of 6,000 
dollars is charged in the respective propor- 
tions of 1, 1, and 4 for the three consecu- 
tive years: 

Net Worthat End Ratio of Debt to 


Year of Year Net Worth 
1 26,000 38.4% 
2 32,000 31.2% 
3 35,000 28.6% 


Case III. The depreciation of 6,000 
dollars is charged in the respective pro- 
portions of 4, 1, and 1 for the three con- 
secutive years: 


Net Worth at End Ratio of Debt to 


Year 


of Year Net Worth 
1 23 ,000 43.5% 
2 29 ,000 34.5% 
3 35,000 28.6% 


The range of variation in these ratios in 
the various cases is: 


Case Range 
I 11.4 
II 9.8 
iil 14.9 


From examing these or similar cases one 
may expect the following tendencies to be 
true: In the first place, the ratio of debt to 
net worth for the last of a series of years 
involved in such a comparison obviously 
will be unaffected by the depreciation pol- 
icy adopted. Second, variations in the ra- 
tio are increased when depreciation charges 
are greater in the earlier years. Third, if 
the lower charges come in the earlier years 
then the range of variation is reduced. Fi- 
nally, the range of variation resulting from 
Straight-line depreciation is greater than 
that which exists when charges are com- 
paratively small in the earlier years and 
less than the range resulting from com- 


paratively heavy charges in the earlier 
years, 


These suppositions were corroborated 
by the writer’s analysis. Six of the compa- 
nies experienced very distinct upward or 
downward movements in net sales and vol- 
ume of output and, consequently, illus- 
trated the theoretical suppositions more 
clearly than did the other companies. 
These companies with less clearly defined 
changes, however, did not vitiate the as- 
sumptions drawn from the hypothetical 
cases. Needless to say, the ratio of debt to 
net worth as of December 31, 1931 re- 
mained unchanged after both reallocations 
of depreciation. For two companies which 
experienced pronounced decreases in the 
amount of business done as the eleven- 
year period progressed the range of varia- 
tion from year to year was greater when 
the ratios were computed from the revised 
statements. Since the sales of these compa- 
nies varied more than did output this 
range was increased more when deprecia- 
tion was allocated on a sales than on a 
production basis. Case II was confirmed by 
the results obtained from the statements 
of the four companies which experienced 
distinctly upward movements in sales and 
output during the eleven years. Their ra- 
tios of debt to net worth showed narrower 
ranges of variation from year to year when 
calculated from the revised statements. 

It is reasonable to expect fluctuations in 
the operating ratio to be less when depre- 
ciation varies with the degree of business 
activity than when it is charged on the 
straight-line basis. As fluctuations in busi- 
ness occur net sales and volume of output 
can be expected to vary more promptly 
and to a greater extent than the so-called 
fixed charges. Variable charges such as 
those arising out of the purchasing of ma- 
terials or the employing of labor may be 
expected to vary substantially as much as 
sales and/or production. When deprecia- 
tion is made to vary as a function of one 
or the other of them the number of fixed 
charges in the numerator of the ratio has 


ne) 
ges 
ast 
yme 
r in 
ed. 
ari- 
ral 
atio 
om 
ude 
the 
tors 
ling 
livi- 
rges 
far 
tion 
tion 
out- 
pre- 
hich 
the 
hy- 
oint, 
ailed 
prof- 
yreci- 
rs for 
ight- | 
debt 
ollars | 
ng of 
e the 
he ef- 
les or 
yy as- | 
| 
i 


272 


been lessened by one and greater constan- 
cy is to be expected. These results were 
achieved for six of the nine companies 
studied. Since net sales varied more than 
volume of output the variation in the ratio 
was decreased more when depreciation was 
allocated according to fluctuations in the 
former. For the seventh company the ratio 
showed decreased variation when depre- 
ciation was allocated on the net-sales basis 
but slightly more than when on a volume 
of output basis. It is believed that the in- 
creased variation in this case resulted 
from unavoidable errors in estimating the 
dates of acquisitions and retirements of 
property items and, hence, cannot be con- 
sidered an important exception. The in- 
creased variation that resulted in the case 
of the eighth and ninth companies resulted 
because the processes of reallocation which 
were adopted resulted in the allocation of 
depreciation to years in which no depreci- 
ation had been charged. Hence, the only 
important exceptions were in cases where 
depreciation on straight-line bases had not 
been maintained throughout the eleven 
years. 

A set of hypothetical cases could be used 
to demonstrate that the same results 
might be expeced by using the ratio of net 
sales to total assets instead of debt to net 
worth. Explanations similar to those given 
for the latter ratio would treat the excep- 
tions encountered in the analyses of these 
companies. Because of the comparability of 
the behavior of the two ratios, however, it is 
sufficient to indicate that greater variation 
may be expected in the ratio of net sales to 
total assets if depreciation charges become 
preponderantly heavy in the early years 
and that the range of variation will dimin- 
ish if the heavier charges come in later 
years. This hypothesis was confirmed by 
the analysis of the nine companies. 

On the whole, variations in net profits 
were lessened. The only important excep- 
tions occurred in the cases of the two com- 
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panies which had eliminated depreciation 
charges in their attempts to reduce varia- 
tions in recorded profits. 

In general, the results may be summa- 
rized as follows: 

A. By means of the methods of reallo- 
cation that were employed the writer 
succeeded in: 

1. Changing the depreciation charges 
so that their variations followed 
the same directions and ap- 
proached the same relative mag- 
nitudes as those of net sales and 
volume of output. 

2. Reducing the variations in the 
yearly ratios of total depreciation 
of factory equipment to cost of 
goods sold. 

3. Obtaining no decrease in varia- 
tion in the ratio of total deprecia- 
tion to net profits. 

B. The effects of the reallocations upon 
the financial and operating ratios 
and net profits were such that: 

1. Variations in the ratio of cost of 
goods sold to average total inven- 
tories increased. 

2. Variations in the ratios of debt to 
net worth and of net sales to total 
assets decreased when net sales 
and volume of output had up- 
ward trends. Variations in these 
ratios increased when the trends 
of net sales and volume of output 
were downward. 

3. Variations in the operating ratio 
and net profits decreased. 

In attempting to gauge the probable re- 
actions of entrepreneurs and investors con- 
sideration will be given to the consequences 
of the changes that resulted, from the real- 
location of depreciation charges in net prof- 
its, inventory turnovers, operating ratios, 
and the ratios of debt to net worth.'® No 


10 In formulating these generalizations the writer 
acknowledges a number of helpful criticisms made by 
Dr. Eugen Altschul of the University of Minnesota and 
Dr. Tord Palander of the University of Stockholm. 
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specific conclusions will be drawn with re- 
spect to the effects of reallocation upon the 
ratio of net sales to total assets, since this 
ratio is used in connection with the operat- 
ing ratio to determine whether or not any 
existing ratio of operating costs to net sales 
is justified. It is not intended to imply that 
the activities of entrepreneurs and inves- 
tors are determined solely by their reac- 
tions to depreciation charges, but rather 
to indicate the direction in which their ac- 
tivities may tend as a result of the pro- 
posed change in depreciation policy. 
Furthermore, the conclusions apply to in- 
dividual concerns and not to aggregates of 
them. That is, the investor might tend to 
react in a certain way towards some par- 
ticular company but not necessarily in the 
same way toward the entire industry. 
Likewise, the tendency of the entrepre- 
neur’s activity is described with respect to 
his individual undertakings and not with 
respect to the activities of entrepreneurs 
as aggregates of individuals. 

In determining what their future activi- 
ties shall be, do investors and entrepre- 
neurs review the results of past operations 
or do they consider only the anticipated 
additional cost of producing additional in- 
come? It may be suggested that the ration- 
al procedure for both investor and entre- 
preneur would be to anticipate the pro- 
spective additional cost as well as to an- 
ticipate income from the sale of the 
marginal product. However, the extent to 
which such a procedure is adopted remains 
a question of fact to which a conclusive 
answer cannot be given here. The investor 
especially if he is a buyer of securities in 
the open market, takes the retrospective 
view to the extent that he relies upon pub- 
lished financial statements for informa- 
tion. In such a case his analysis is one of 
average expenses and incomes. It is also 
true that the entrepreneur will review past 
operations as reflected in the statements, 
but his decisions to expand or contract his 
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business activities are more likely to be de- 
termined by the anticipated effect of these 
maneuvers upon his future statements. To 
the extent that he adopts this prospective 
view his analysis becomes one of marginal 
expenses and incomes. 

Two sets of conclusions will be necessary 
in discussing the results of the changes 
which have been effected in the previously 
mentioned financial and operating ratios 
and net profits. The first set of conclusions 
is based upon the supposition that busi- 
ness men and investors make their deci- 
sions by reviewing the results of past oper- 
ations and will indicate the probable effects 
upon these decisions of shifting from 
straight-line to volume-of-business-activ- 
ity methods. 

During periods of prosperity a tendency 
toward more short-term investments may 
be expected if depreciation charges have 
been based upon the amount of business 
done instead of on the straight-line basis, 
because the ratio of cost of goods sold to 
total inventories will be higher. This high- 
er ratio, obviously, indicates a more rapid 
turnover of inventories, and so, weakens 
any impression that inventories may be 
excessive or obsolete. Conversely there will 
be a tendency toward fewer short-term in- 
vestments during periods of depression 
with depreciation charges based upon vari- 
ations in business activity because the in- 
ventory-turnover ratio will appear lower. 
Along with alternate inducements toward 
expansion and curtailment of investments 
there will be corresponding inducements 
for entrepreneurs to enlarge or curtail their 
activities. 

It must be emphasized that these effects 
upon short-term investors, with their cor- 
responding effects upon entrepreneurs, are 
merely tendencies. Furthermore, it is 
doubtful that these tendencies would be of 
sufficient importance to warrant any seri- 
ous consideration. The importance of this 
tendency might be said to vary directly 
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with the relative magnitude of deprecia- 
tion expenses to the total cost of manufac- 
ture. As the amount of fixed capital in the 
manufacturing process becomes relatively 
more important, however, we find a prefer- 
ence for expansion by means of accumu- 
lated earnings and/or long-term invest- 
ments to the relative exclusion of short- 
term loans. Consequently, it is improb- 
able that there could be any appreciable 
effect upon short-term investment activi- 
ties. 

Continuing to assume the maintenance 
of the retrospective view, the effects upon 
long-term expansion and investment will 
depend upon what happens with respect to 
the ratio of debt to net worth, the operat- 
ing ratio, and net profits, as reflected in the 
statements. As was shown above, it is only 
when an upward trend in sales or volume 
of output exists that the ratio of debt to 
net worth becomes more constant. Under 
these circumstances there would be a tend- 
ency toward a more uniform rate of ex- 
pansion and investment because the 
advantage of “trading on the equity” 
would be more nearly constant. Since re- 
allocation of depreciation from a straight- 
line basis to one where variation is a func- 
tion of net sales or volume of output tends 
to make net profits and the operating ratio 
more constant throughout the course of 
the business cycle the prospect of paying 
interest charges and curtailing the princi- 
pals of long-term loans will appear more 
nearly constant; consequently, variation 
in the inclination to invest or expand tends 
to be lessened. The possibility of inducing 
these effects upon long-run economic ac- 
tivities becomes greater when the propor- 
tion of fixed assets to total assets is higher 
and, what practically comes to the same 
thing, when the proportion of total cost of 
production which consists of depreciation 
is larger. 

It may be recalled that these generali- 
zations assume that decisions to invest 


and/or expand are reached by reviewing 
the results of past operations. In attempt- 
ing to determine the effect of making these 
changes in depreciation accounting upon 
the assumption that decisions are based 
upon analyses of marginal incomes and ex- 
penses it will be useful to consider depre- 
ciation expense as it is classified by John 
Maynard Keynes." 

Mr. Keynes classifies total depreciation 
cost into “user cost”? and supplementary 
cost. He defines the former ‘‘as the reduc- 
tion in the value of the equipment due to 
using it as compared with not using it.” 
Thus, user cost is a prime cost in that it 
represents the use of equipment during a 
given period at the sacrifice of not being 
able to use it in future periods. From the 
standpoint of the business man the useful- 
ness of his equipment in future periods is 
a matter of judgment. If business pros- 
pects are poor it may seem possible that 
his equipment will become obsolete before 
it can be used. Consequently, the user cost 
of equipment may conceivably be zero in 
the opinion of the owner. It is only that 
part of depreciation which is a prime cost 
which will affect his policies in the future. 

Mr. Keynes designates as supplemen- 
tary cost that part of depreciation which 
results from obsolescence, inadequacy, and 
such physical deterioration as would occur 
even though the equipment were not used. 
It is a cost of production but does not en- 
ter into consideration of expansion or con- 
traction of business activities. In the 
judgment of the owner of equipment, this 
part of depreciation tends to become rela- 
tively greater with respect to user cost the 
further into a depression his business goes. 
Relative to other prime costs user cost be- 
comes of decreasing importance in deter- 
mining future business policies and, ob- 


11 The General Theory of Employment Interest and 
Money, Harcourt, Brace and Company, New York, 
1936, Chapter 6 and “Appendix on User Cost” to 
Chapter 6. 
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viously, total depreciation is of similar 
decreasing importance. 

In view of the decreasing importance of 
depreciation charges in contemplating fu- 
ture business activities during periods of 
depression, methods of charging deprecia- 
tion become inconsequential in their in- 
fluence upon short-term expansion and 
investment possibilities. However, when 
long-time expansion or investment is con- 
sidered all depreciation is a prime cost; it 
cannot be ignored. But the method of its 


allocation to individual years does not 
matter. 

Thus, an attempt has been made to 
show that methods of allocation of depre- 
ciation are important to the extent that 
investors and entrepreneurs base their de- 
cisions upon analyses of the results of past 
operations. However, insofar as policies 
are determined by weighing anticipated 
marginal expenses against marginal in- 
comes methods of allocation of deprecia- 
tion are unimportant. 


PROBLEMS OF CORPORATE-SURPLUS ADMINISTRATION 


M. VAN ARSDELL 


porate surplus might be studied in 

four aspects, (1) the legal, (2) the 
financial, (3) the accounting, and (4) the 
economic; yet each is so interwoven and 
interrelated with the others as to preclude 
an analysis of any one without constant 
reference to the others. To determine fi- 
nancial policy, for example, the corporate 
financial manager must consider the legal 
incidents of proposed divident disburse- 
ments, not only for the basic legality of 
surplus distribution but also for the taxa- 
tion implications of the dividend program. 
Dividend policy cannot be framed, either 
in its financial or legal aspects, without the 
aid of accounting as the measuring instru- 
ment. And the question of dividend policy 
has important economic implications in 
that the legality of surplus distribution as 
revealed by the accounts raises the broader 
question of social merits of general dis- 
bursement, or retention. 

The problem of surplus administration 
might also be approached from the stand- 
point of the interests affected. Three pri- 
mary interests seem paramount in a study 
of the question: those of (1) the corporate 
entity, (2) the corporate security holders, 
and (3) society. Here, again, no one inter- 


Te SUBJECT of administration of cor- 


est stands entirely isolated. Students of 
finance generally agree that the interest of 
the corporate entity is not always com- 
patible with that of the corporate security 
holders; but a dividend program designed 
to strengthen directly a corporation must 
have some counterpart in its effect on that 
corporation’s shareholders. Moreover, div- 
idend policy calculated to serve the inter- 
est of shareholders may or may not serve 
the interest of society; but always such a 
policy has social as well as private impli- 
cations. It is on the private and social im- 
plications of surplus administration that 
much attention is being focused at present. 


FUNCTIONS OF CORPORATE SURPLUS 


While accountants have classified sur- 
plus in various ways, usually with special 
emphasis on its sources and legal availabil- 
ity for dividends, a classification based on 
the financial functions of surplus seems 
important as a basis for studying its ad- 
ministration by corporate executives. Cor- 
porate surplus and dividend policy is 
essentially a problem of finance, and anal- 
ysis of the problem might well be predicated 
upon financial functions of the surplus. 

Fundamentally, surplus serves three fi- 
nancial purposes: (1) a source of expansion 
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capital; (2) a buffer for business risk; (3) 
a basis of dividend distribution. Its use as 
a primary source of capital for expansion 
has depended, of course, on the retention 
of earnings in business and is evidenced 
strongly by the history of many American 
industrial enterprises. Corporate growth 
by retention of earnings has the merit of 
avoiding both the perils of bonded debt, 
and the accumulation of cumbersome and 
embarrassing contingent claims on earn- 
ings through preferred stock. Complicat- 
ing problems of control are also avoided as 
expansion by this method leaves undis- 
turbed existing voting rights. It has the 
additional advantage of economy in that 
it eliminates the cost of marketing new se- 
curities. While this method of financing 
corporate growth is not well adapted to 
the developmental needs of many con- 
cerns, it has fit the pattern and temper of 
gradual expansion by numerous manufac- 
turing firms for which economical financ- 
ing, avoidance of senior charges, and main- 
tenance of existing control were essential 
considerations. 

As a buffer against business risk, surplus 
serves a need of long-term, corporate en- 
terprise. When business organization was 
conducted along joint-adventure lines, 
with the duration of a firm limited to the 
accomplishment or failure of a single proj- 
ect, each venture naturally absorbed all 
its own risk, the effect of which was evi- 
denced in the division of property upon ter- 
mination. However, with the emergence of 
permanent capital stocks and the refine- 
ment of periodicity concepts in the meas- 
urement of profits, a long-term view of 
corporate management became essential. 
An incident of this long-term managerial 
view was the recognition of business risk, 
that is, of unpredictable events which re- 
sulted in particularly low profits or losses 
is some periods. 

In the face of the emergence of perma- 
nent business firms engaged in risky enter- 


prise, and the periodicity of income 
measurement, it was logical that manage- 
ment attempt to preserve the high profits 
of prosperous periods as reserves for peri- 
ods of losses or low earnings. Surplus re- 
serves against contingent financial losses 
were the natural outgrowth of ventures in 
which consistent income return seemed 
predicated upon buffering abnormally low 
earnings of some periods with large profits 
of other periods. When surplus retained to 
cushion subsequent losses was designated 
or earmarked accordingly, managerial pol- 
icy was clarified and the financial state- 
ments made more effective in reflecting 
financial purpose. 

While the surplus reserved for contin- 
gency purposes has an expansion aspect so 
far as it temporarily enlarges the produc- 
tive resources of the business, its longer 
term purpose and effect are essentially dif- 
ferent. By the very fact that economic 
profits disappear in the long run, the prof- 
its just about offsetting the losses, excess 
income reserved for stabilization purposes 
can not be regarded as a permanent source 
of expansion capital. Profits so reserved 
would be beyond and in addition to any 
surplus used for permanent expansion and 
theoretically would be consumed eventu- 
ally to fill in recessions in earnings bal- 
ances. Consequently, surplus reserved to 
combat risk does serve a purpose of its 
own, and its ultimate effect is not likely to 
be a permanent increase of productive 
property. 

Inextricably related to the expansion 
and risk functions of surplus is its use for 
corporate dividends; obviously, manage- 
ment must determine whether surplus 
shall be retained, for expansion or buffer 
purposes, or distributed as cash or other 
asset dividends. Probably, as a matter of 
financial policy, the degree of retention 
should vary directly with the expansion 
need and risk element in the business. 
Minimum need for expansion of properties 
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and minimum risk would warrant maxi- 
mum distribution of surplus as dividends 
from assets. 

Dividends in a company’s own stock are 
essentially a phase of the expansion func- 
tion of surplus, since they evidence per- 
manency through actual capitalization of 
earnings already retained as the source of 
expansion capital; in other words, the 
stock dividend merely designates as per- 
manent capitalization surplus already re- 
tained as a means of corporate expansion. 
Thus while stock dividends would have a 
positive correlation with expansion by re- 
tention of earnings, cash dividends would 
have a negative correlation with expansion 
by this method. 

Inasmuch as all business enterprises are 
not alike in their expansion needs or busi- 
ness uncertainties and inasmuch as divi- 
dend disbursements are a correlative of the 
expansion and risk combatting functions 
of surplus, it follows that no single formula 
can logically be adopted for surplus ad- 
ministration. As expansion needs and risk 
vary in different industries and in different 
companies within the same industry, sur- 
plus administration should be tempered 
with respect to the particular needs and 
conditions of the enterprises affected. 
Sound disposition of corporate surplus 
thus depends upon a flexible and prudent 
management. 


SCHOOLS OF DIVIDEND THOUGHT 


In general two opposing schools of 
thought dominate the opinion of writers 
and students on the problem of dividend 
disbursements. One school, perhaps re- 
garded now as the older and more stand- 
ard, may be designated as the “dividend- 
stability school” ;! the other, probably born 


1 In the dividend stability school the writer would 
include the following: 


Dewing, A. S. (See The Financial Policy of Corporations, 
pp. 620-628.) 

Gerstenberg, Charles W. (See Financial Organization 
and Management, pp. 588, 598-606.) 
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of more recent developments in dividend 
policy and practice, may be designated as 
the “profits-disbursement school.’* The 
dividend-stability school definitely as- 
sumes the viewpoint of the corporate en- 
tity with its typical longevity. It holds 
that management should attempt to sta- 
bilize dividend payments over along period 
of years with recognition that such stabil- 
ity in income disbursement must be super- 
imposed upon a basis of fluctuating 
earnings.* As basic arguments for this con- 
tention the proponents claim stable div- 
idends improve a corporation’s credit 
position, establish the company’s stock on 
an investment basis, and provide the 
greatest long-term real utility to the share- 
holders through an even flow of cash in- 
come. Particular emphasis is placed on 
long-run management, with a view, also, to 
retained earnings as a basic source of ex- 
pansion capital. Many American indus- 
trial corporations were over-capitalized 
and watered in their initial common stock 
issues but did experience phenomenal 
growth. It follows logically that these con- 
cerns should have relied heavily on the re- 
tention of earnings as a means of reducing 
initial over-capitalization and stock water- 


Burtchett, Floyd F. (See Corporation Finance, pp. 648- 
651, 658-662.) 

Lyon, pg (See Corporations and Their Financing, 
pp. 593, 595. 

Field, Kenneth (See Corporation Finance, pp. 451-452). 

Lough, William H. (See Business Finance, (1920 ed.), 
pp. 440-457.) 

2 In the profits disbursement school the writer would 
include the following: 

Graham, Benjamin & Dodd, David L. (See Security 
Analysis, pp. 325-338.) 

Lawrence, Herbert F. (See ‘The Stockholder’s Right 
to Dividends, ” Barron’ — National Financial 
Weekly, Feb. 4, 1935, p. 20.) 

Wilbur, Donald E. (See BA Study of the Policy of Divi- 
dend Stabilization,” Harvard Business Review, April, 
1932, pp. 373-381.) 

Humphrey, Don D. (See “The Relation of Surpluses to 
Income and es during Depression,” The 
American Economic Review, June, 1938, pp. 223-234.) 

Smith, James G. (See “Economic Significance of the 
Undistributed Profits Tax,” The American Economic 
Review, June, 1938, pp. 305-310. ) 

3 Dewing, A. S. The Financial Policy of Corporations, 

p. 624. 
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ing and of providing necessary capital for 
expansion. 

While reducing the immediate cash in- 
come to stockholders, this means of financ- 
ing expansion is said to serve the purpose 
of augmenting earning power of the future. 
In this long-run view of the income ad- 
ministration problem, the interest of the 
corporate entity and of the share-holders 
are said to be theoretically identical. Both 
corporation and shareholders stand to 
gain by stability in the cash-dividend 
record over a long period of years; both 
corporation and shareholders stand to gain 
to the extent that excess earnings are pru- 
dently retained for justifiable expansion 
that will enhance future earning power. 
These are hypotheses in the dividend-sta- 
bility school. 

Retained earnings are thus assumed for 
two different purposes, (1) stabilization of 
dividends (irrespective of any long run in- 
crease in capital investment) and (2) cor- 
porate expansion; but the two purposes 
probably were not clearly distinguished in 
surplus policy prior to 1929. Nevertheless, 
both objectives were implicit in corporate 
surplus policy in the first quarter of the 
twentieth century, and both favored, at 
least theoretically, the long-run interests 
of both corporation and the shareholder. 

The foundation for the opposing profits 
disbursement school rests largely in the 
breach between the theoretical assump- 
tions of the stability school and corporate 
practices in applying stability policies. 
This school attacks the dividend-stability 
policy on the ground that the profits re- 
tained in prosperity years as stabilization 
reserves were actually unavailable for sta- 
bilization in depression; in other words, 
the stabilization reserves of theory failed 
to stabilize in practice, according to the 
newer view. In criticism of the expansion 
motive of earnings retention, the profits 
disbursement advocates point to the re- 
tained excess earnings of prosperity and 


the idle plants of depression, and assume a 
cause and effect relationship. Retained 
property from excess earnings, they con- 
tend, had its complement in over-expan- 
sion of operating assets. The question 
raised is simply this: Is not the prosperity 
period one for dividend disbursements 
rather than expansion? 

The logical sequel to this line of thought 
was strong argument by proponents of the 
disbursements school for disposition of 
stockholders’ earnings by the stockholders 
themselves; the stockholders, not corpo- 
rate directors, should dictate the ultimate 
distribution of the corporate profits. Clear- 
ly enough, the view here shifts definitely 
to that of the shareholders. The interest of 
shareholders and that of the directors and 
corporate entity are held to be incompati- 
ble in certain important respects. Great 
weight is placed upon the fundamental 
ownership rights of shareholders, rights 
which are said to have been violated by 
directorates sympathetic to certain power- 
ful stockholders who, for purposes of in- 
come tax avoidance or other purely 
personal and selfish considerations exerted 
their influence to effect excessive accumu- 
lation of profits, all to the disadvantage in 
particular of innocent minority sharehold- 
ers. 


IS DIVIDEND-STABILITY OUTLAWED? 


In the conflict of opinion between the 
two views on surplus administration there 
arises the need for a more than superficial 
consideration of the nature of the problem. 
To urge the continuance of dividend poli- 
cies clearly detrimental to basic ownership 
interests on the vague premise that re- 
serves bring stability is to generalize in- 
effectively; to propound the doctrine of 
cash disbursement of all net profits on the 
indefinite hypothesis that only such a 
course sustains basic stockowner interests 
is to camouflage without analyzing the fun- 
damental financial and social aspects of 
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the problem. A thorough accounting and 
fnancial analysis of the nature of surplus 
is fundamental to any tenable theory of 
its management. 

As a matter of corporate financial policy 
a pure generalization in favor of one school 
or the other is almost meaningless. Cor- 
porations are born from diverse and spe- 
cial needs, and they endure under diverse 
and special needs and circumstances. Some 
by nature of markets and changes in pro- 
duction techniques, are continually in 
need of new capital; others expand little 
over appreciable periods of time. Some op- 
erate in business ventures which entail 
great risk; others operate under conditions 
of minimum business risk. Some operate 
under burden of a speculative capital 
structure; others are capitalized conserva- 
tively. Some are highly competitive; oth- 
ers are monopolistic. As the business needs 
and circumstances of different corpora- 
tions vary, their needs for surplus vary. 

A company operating competitively in a 
field of rapidly growing markets and rapid 
technological change, as characterized by 
the automobile industry in the first quar- 
ter of the twentieth century, has need for 
surplus (1) to facilitate expansion, especi- 
ally if borrowing conditions are unfavor- 
able, and (2) to combat business risk. In 
the event that such a company is so unfor- 
tunate as to have a speculative capitaliza- 
tion, superimposing financial risk on the 
basic business risk, its need for earnings 
retention to provide funds for emergencies 
or for debt retirement is even more pro- 
nounced. In contrast, a conservatively 
capitalized water company, serving a me- 
dium-sized community reasonably free 
from industrial disturbances and constant 
in population, might have little need of 
either expansion capital or additional buf- 
fer against business or financial risk. Such 
a company is unlikely to find real justifica- 
tion for withholding profits from share- 
holders in the guise of reserves. 


However, the existence of asettled state 
for the water company and of a fluctuating 
state for the automobile company does 
not prove the necessity, or desirability, of 
dividend stability in the former and divi- 
dend instability in the latter case. The 
ideal of uniformity in cash disbursements 
of profits, as set forth in the older school of 
thought, remains fundamentally sound, 
even though perfect stability is unattain- 
able. No development in the 1926-1937 
period has disproved the merits of divi- 
dend stability as a goal; at least this much 
of the older school’s thought remains 
sound and intact. 

The errors occurred in the spread be- 
tween the theory of dividend stability and 
the application of that theory in dividend 
practice in the 1926-1937 period. In many 
cases reserves, ostensibly for stabilization, 
were established in the prosperous years 
but actually were unavailable to regularize 
disbursements in the years of losses and 
low earnings. In some, perhaps more iso- 
lated, cases the reserves were established 
in years of excess earnings and, in spite of 
their availability for stabilization in de- 
pression, were not disbursed when dis- 
bursement would have meant stabilization 
in the dividend record. In this discrepancy 
between the theoretical ideal and the prac- 
tice emerged the spearhead of the attack 
on the stability school. Stabilization re- 
serves failed to stabilize, so some student 
of the problem jumped—in the writer’s 
view, too hastily—to the seeming alterna- 
tive of complete disbursement of profits to 
shareholders as the profits emerged. But 
the newer theory was not an attack on the 
fundamental theory of the stability doc- 
trine, rather it wason the misapplication of 
that doctrine in practice. The human tend- 
ency is to disclaim or overlook mistakes of 
performance and to shift the blame when- 
ever and wherever possible. In this case 
the blame was shifted to the established 
policy of stabilization, and the reconsider- 
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ation of property rights, always popular in 
periods of economic adversity, found the 
profits disbursement advocates parading 
under the banner of basic stockowner in- 
terests. But such rationalization, based 
largely on the expediencies of a depression 
period, hardly suffices in a tenable theory 
of surplus administration. 

That the law, through the principle of 
the undistributed-profits tax, has threat- 
ened the financial advisability of profits 
retention does not alter the basic sound- 
ness of the stabilization doctrine. The law 
raises a question as to the social advisabil- 
ity of a tax which might incidentally be- 
come an impediment to dividend regulari- 
zation otherwise attainable. Here again is 
danger that argument for the undistrib- 
uted-profits-tax principle, and against the 
regularization of dividends policy, may be 
predicated on the exigencies of a depres- 
sion period and may attack the misappli- 
cation rather than the fundamental theory 
of dividend stability. Such line of argu- 
ment becomes short-sighted when ap- 
praised from the standpoint of basic 
economic analysis. 


REEXAMINATION OF DIVIDEND POLICY 


Reconsideration of the principles under- 
lying dividend policy is warranted, then, 
by the importance of the problem and a 
perhaps too superficial treatment of it in 
the past. The corporation has assumed a 
highly significant role in the control of 
wealth and income in the United States. 
Ownership of corporations has become in- 
creasingly widespread and diffused with 
profound influence on private and social 
welfare. Inasmuch as creditorship interests 
in corporations are only secure when pro- 
tected by sound stock equities, judicious 
management of these equities is an issue of 
importance to creditor as well as proprie- 
tary interests. The present vast inter-lac- 
ing of corporate creditor and ownership 
interests, together with the extensive pow- 


er which corporations have on incomes, 
gives the issue a deep social significance, 

Basic in the problem is the question of 
directors versus shareholders in the man- 
agement of profits. To observe errors in 
executive administration of corporate 
earnings in the past prosperity period is 
not to prove that shareholders, had the 
profits been disbursed to them, would have 
invested them the more wisely, to their 
own and society’s benefit. That American 
stockholders would have accepted enor- 
mous cash dividends from current profits in 
1927-1929 and reinvested them conserva- 
tively in highly protected bonds is an hy- 
pothesis out of line with the history of 
American investment and _ speculation. 
Corporate directors and officers are ex- 
perts in their fields, and the modern field 
of corporate management is not restricted 
to the production of goods and services; 
it certainly includes business financing. 

In this respect the writer cannot accept 
the recent argument of Professor James G. 
Smith‘ to the end that the expertness of 
corporate management is coterminous 
with the production of goods and that the 
test of justifiable expansion rests with the 
open market for corporate capital. Accord- 
ing to Professor Smith, 

... the officers of a business corporation are 
appropriately experts in the business in which 
they are engaged (producing goods) and they are 


likely to be inexpert in the art of security in- 
vestment.5 


He also states: 


When large corporations use undistributed 
profits to increase their cash holdings, in the form 
of bank deposits or liquid securities, they in effect 
are appropriating earnings that belong to stock- 
holders in such a manner as to free the corpora- 
tion of the discipline of the competitive short-term 
credit market. They free themselves from the 
discipline of the banking system. They can then 


“See “Economic Significance of the Undistributed 
Profits Tax,” The American Economic Review, June, 
1938, pp. 305-310. 

5 Thid., p. 308. 
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expand their inventories and their productive 
activities, not on the basis of the impartial judg- 
ment of the competitive credit market, but solely 
in accordance with their own judgment as to 
profit possibilities. It would be only a matter of 
coincidence if their judgment as to the wisdom of 
the increased output were in agreement with the 
impartial judgment of the free competitive short- 
term capital market.® 


Again Professor Smith contends: 


The officers of a corporation are undoubtedly 
the best judges as to the technical matters in- 
volved in problems of expansion of their particu- 
lar industry, but they and their sales departments 
are likely to be over-optimistic in good times as 
to the future earning possibilities. In any case, the 
question of future prospects should be subjected 
to the test of the free capital market to be com- 
pared with the prospects of the other lines of 
production competing for the uses of capital. To 
the extent that there is, under capitalism, any 
“economic planning” toward the attainment of 
balance in the economic system, it is through this 
operation of the free capital market. The judg- 
ment of the corporation must be supported, ac- 
cordingly by the judgment of the market before 
expansion should be undertaken.’ 


Two major fallacies inhere in this line of 
argument. First, modern corporate admin- 
istration does not presume expertness in 
production management only, but pre- 
sumes it also in financial management. 
While specialization has been carried far 
in the present economic system, it has not 
divorced corporate financing from the field 
of corporate management; rather, the 
complexities of modern corporateness have 
woven the financial problem inextricably 
into the field of business management. Sec- 
ond, “the free capital market’’® is not a 
valid test of justifiable financing or expan- 
sion. The strong marketability of stocks in 
1928-1929 was hardly a rational criterion 
for corporate expansion; and the market 
conditions of 1933-1934 were not an ac- 
ceptable barometer of justifiable financing. 


Similarly, unusual strength in the bond 


Tbid., p. 307. 
7 Ibid., p. 309. 
8 Supra, p. 14. 


market since 1935 cannot be cited as the 
logical proof for financing on long-term 
credit; the very strength of the recent 
bond market may constitute as much an 
invitation to over-bonding as the signal for 
borrowing. The open market itself reflect- 
ed excessive optimism in 1927-1929 and 
excessive pessimism in 1932-1934. To ac- 
cept the open market as the test for cor- 
porate financing is to make such financing 
entirely a matter of expediency. Sound 
corporate financial policy recognizes mar- 
ketability as important and admits the 
fact of situations in’which normal financial 
planning must be tempered by expediency, 
but it does not accept the “infallible judg- 
ment of the market”’ as the test for financ- 
ing.® 

Granted even that the wisdom of cor- 
porate expansion should be weighed in the 
balances of open-market judgment, over- 
expansion is not likely to be avoided by 
disbursement of total stock earnings. 
American security markets place a premi- 
um on cash dollars, and the total disburse- 
ment of net profits sends stock prices to 
maximum heights. The consequent market 
conditions would only beckon expansion 
by a different source of capital; extension 
would take place by bond issues, incur- 
rence of short-term debt, or by stock sales. 
Too frequently the assumption of debt as 
an alternative to earnings retention would 
superimpose on overexpansion the addi- 
tional adversity of over-bonding or exces- 
sive current debt. Certainly, if overexpan- 
sion must take place, with the persistence 
of cyclical fluctuations, its evils are mini- 
mized if it is effected without superimpos- 
ing upon largely unavoidable business 
risks an avoidable financial risk. 

Moreover, it is important in ‘this prob- 
lem that the expansion and protective 
functions of surplus be recognized and dis- 
tinguished. While the one function prob- 


® See Graham and Dodd: Security Analysis, pp. 21- 
23, 38, 491-494. 
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ably cannot be divorced entirely from the 
other, the two are different—two separate 
purposes are served, although frequently 
by the same medium, (profits retention). 

Risk, fluctuation in business fortune and 
misfortune, is unavoidable. This fluctua- 
tion is attended by variations in profits 
and losses, in some fields the variations be- 
ing gigantic in proportions, and in others 
only moderate. But the modern corpora- 
tion is a long-term business form, hence its 
viewpoint should be long term. Unlike the 
joint ventures of earlier centuries, the cor- 
porate spoils are not divided upon accom- 
plishment or failure of an essentially short 
term and single project. The corporate 
project is a continuous series of ventures, 
no one of which is isolate in itself. 

The modern corporate enterprise may 
also be regarded as a long-term or even 
permanent bearer of utilities. Various in- 
terests or equities in these utilities exist, 
and few of these interests or equities are 
short term in nature. Consumers require 
corporate goods and services as a per- 
manent interest; labor seeks corporate 
employment as a permanent interest; cap- 
italists seek a return on their corporate 
commitments as a permanent interest. 

These long-term interests require some 
attempt at stability, and the excess and 
temporary profits of some periods cannot 
be administered without reference to the 
losses of other periods. Merit in the reten- 
tion of excess profits as a buffer against 
subsequent losses cannot be denied from 
this standpoint. Business risk probably 
cannot be eliminated in a dynamic world; 
but its effects can be modified by intelli- 
gent management, and so the retention of 
excess profits serves a justifiable purpose. 
The problem becomes one of impounding 
excess profits of some years to be drawn 
upon as reserves for stabilization in peri- 
ods of low earnings and losses. The prob- 
lem becomes one of regularity of distribu- 
tion despite a base of fluctuating profits. 
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Because of the difficulty of predicting the 
future, perfect solution is probably unat- 
tainable—since perfect stability is prob- 
ably unattainable, and perhaps not desir- 
able. Yet the various corporate interests, 
private and social, seem to be more anx- 
ious to attain stability than any other one 
state. Intelligent managerial effort in that 
direction is in keeping with fundamental 
corporate interests, including the interest 
of society, and is to be sanctioned. 

To attack surplus accumulation in pros- 
perity on the ground that it is wiped out 
by depression losses is not to upset the 
basic theory of stabilization reserves. If 
losses must be absorbed, is there any buf- 
fer superior to surplus? Surplus merely 
performs one of its primary functions 
when it absorbs these losses, which might 
otherwise have fallen on the principal of 
bonds or stocks. Since risk is implicit in a 
dynamic business system, losses as well as 
profits must be expected, and intelligent 
administration of the surplus is manage- 
ment’s medium for combatting this risk. 
The net effect of sound reserve policy 
would be to modify the effects of fluctua- | 
tions so disturbing to stock equities and to | 
augment the buffer for creditor claims. 

Further consideration of the market in- 
cidents of the total-profits-disbursement 
doctrine suggests that such policy would 
exaggerate the stock price distortions 
which have been so ruinous in the past. 
Granted two stocks in the same financial 
position with equal earnings, the one pay- 
ing a higher proportion of its earnings in 
cash dividends will sell at a higher price. 
Earnings disbursed are valued more highly | 
than earnings retained in surplus, 4s 
American markets place a premium on the 
cash dollar. Complete disbursement of 
profits in successful years would leave | 
nothing for disbursement in lean periods; 
price distortions of greater magnitude like- 
ly would ensue, with drastic over-valua- 
tion in prosperous years and drastic under- 
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valuation in depression years. In this mal- 
adjustment, are seeds for financial and eco- 
nomic errors and distresses and some of 
the instability which corporate interests, 
private and social, seek to avoid. 

Finally, in answer to the assertion that 
the stabilization reserves of prosperity 
failed to stabilize in depression, the real 
error was in application of the stabilization 
theory. Careful accounting and financial 
analysis reveals that the basic mistake was 
not in profits retention but in the asset ad- 
ministration of the corporate funds sup- 
plied through that retention. If corpora- 
tions had invested these funds from excess 
prosperity profits in high-grade, readily- 
marketable securities (designated often as 
“secondary reserves’’), crystallization of 
these “stabilization reserves” in over-ex- 
panded operating assets (plant and _in- 
ventory) would have been avoided and the 
“reserves” would have been sufficiently 
liquid for at least a reasonable stabiliza- 
tion. The writer thus disagrees with the 
view of Professor Smith that 

if corporations use undistributed profits to 
invest in a portfolio of securities so that dividends 
to common stock may be stabilized, the results in 
effect are the setting up of investment trusts 
operating in a manner just the opposite from that 
which would be considered sound investment 
policy.!° 

In “sound investment policy’’ distinc- 
tion must be made between investment 
and non-investment (speculative) securi- 
ties. If the funds from undistributed earn- 
ings are committed to secondary reserves 
in the true sense, i.e., to prime investment 
securities, the shrinkage in value from 
prosperous to depressed periods will be at 
a minimum. Complete elimination of asset 
shrinkage is unattainable in the modern 
order, but prices of high-grade securities 
are less distorted than prices of speculative 
securities—in prosperity the major de- 
mand is for proprietary securities and op- 


Op. cit., p. 308. 
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erating capital; and in depression the 
major demand is for highly protected ob- 
ligations. Price movements in the market 
support and invite stabilization reserve 
policy; they create opportunity for invest- 
ment in protected issues at comparatively 
low prices, when excess profits provide in- 
vestment funds, and for sale of these issues 
at comparatively high prices, when much 
heavier shrinkages would attend other as- 
set values. If funds from stabilization 
reserves are committed with special refer- 
ence to their liquidity, over-expansion of 
operating assets can be minimized and the 
effects of unavoidable business risk can be 
mitigated. The net effect of this policy, 
wisely applied, is stability, in the interest 
not only of corporate creditors and pro- 
prietors but of society as well. 


ACCOUNTING AND MANAGEMENT 


Adequate accounting and financial anal- 
ysis are a necessary presumption for a 
tenable doctrine of surplus administra- 
tion. More than the establishment of mere 
credit balance accounts is necessary for 
stabilization. Intelligent investment is as 
fundamental as the dedication of profits 
to reserve purposes. And the asset dis- 
tribution is a vital issue; reserves estab- 
lished to combat instability should be 
supervised with special reference to their 
liquidity. 

That glaring errors of mismanagement 
in this respect have occurred is obvious. 
In some instances excess profits have been 
“reserved”’ in open surplus, but the funds 
from such surplus have been so crystal- 
lized in operating assets, often over-ex- 
tended plant, that the initial purpose— 
stability—has been nullified by the non- 
liquid character of the assets. In one out- 
standing case an automobile manufactur- 
ing company accumulated heavy surplus 
from excess profits in prosperous years, 
and, in spite of cash and secondary re- 
serves aggregating over thirty per cent of 
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the total assets, and, in spite of an absence 
of any long-term debt or burdensome cur- 
rent obligations, failed in depression pe- 
riods to use the highly liquid reserves for 
stabilization. Profits have been “‘ploughed 
back” at times for the personal aggran- 
dizement of corporate executives or to 
allow “‘insiders’”’ to obtain profit oppor- 
tunities through information not generally 
disclosed. That dividend and reserve pol- 
icy can be made a vehicle for financial 
manipulation is not disputed. But the 
writer denies the logic in a doctrine of sur- 
plus administration based on these glaring 
exceptions or on the misapplication of a 
tenable theory. Examples of mismanage- 
ment and injustice are interesting but 
should not constitute the hypothesis for 
generalizations as to surplus policy. 

A tenable theory of dividend policy as- 
sumes intelligent and honest manage- 
ment, management which will at times 
forego peak prosperity profits for the sake 
of liquidity and safety in depression. The 
lure of high profits on operating assets in 
prosperity will be tempered by a more 
far-sighted view of maximum net income 
and maximum disbursements over a period 
of years. This doctrine implies correlation 
of the expansion, working capital, and 
surplus phases of corporation finance; to 
accomplish this correlation there is no sub- 
stitute for intelligent management. Since 
each corporation tends in some respects to 
function under its own particular condi- 
tions and circumstances, rigorous statu- 
tory enactment is apt to be futile, if the 
best interests of society are to be served. 
Consequently, reliance for competent ad- 
ministration still must rest largely on pri- 
vate managerial efficiency. 

As a beacon for the assistance of man- 
agement in this problem stands the in- 
tegrity of accounting and accountants. In 
the spirit of the securities legislation of 
1933 and 1935, the Securities and Ex- 
change Commission has focused primary 


attention on presentation of the complete 
facts. Thus, the function of accounting as 
an indispensable aid to management looms 
with increasing importance. Only by care- 
ful accounting analysis of the sources and 
disposition of surplus, with special refer- 
ence to the commitment of funds obtained 
from undistributed profits, can sound divi- 
dend programs be effected. 

To guard against misinterpretation of 
surplus accumulation and the opportunity 
for market manipulation, accounting fi- 
nancial statements can be refined so that 
the surplus and profits sections reflect 
basic managerial purpose. Accounting 
analysis to harmonize, period by period, 
the current net profits, open surplus, sur- 
plus reserves, and dividends should re- 
move needless uncertainty as to financial 
objectives. Management must rely upon 
accounting for analysis of the disposition 
of funds from excess profits, as a safe- 
guard against over-expansion of operating 
assets, and as a guide to proper protection 
against losses incident to unavoidable risk. 

Exact formulation of dividend policy is 
impossible in view of the dynamics of 
business and the diverse needs of corporate 
enterprises. On the basis of the primary 
functions of surplus" it is a correct gen- 
eralization that surplus not needed for 
expansion or combatting risk should be 
disbursed to shareholders. The question 
of proportions and amounts of profits to 
be retained and disbursed is one of man- 
agerial discretion, entailing some provision 
for the future and the balancing of im- 
mediate against distant gratifications. 
But management cannot plan judiciously 
without accounting; managerial objec- 
tives cannot be accomplished without the 
aid of critical accounting analysis. Then, 
to reflect properly the financial objectives 
and decisions of management, for the 
guidance and benefit of the various cor- 


1 Supra, p. 3. 
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porate interests, accounting must play an 
essential role. To the other corporate in- 
terests, private and social, accounting can 
provide enlightenment and understanding 
by refinements in the surplus, reconcilia- 
tion of surplus with various surplus adjust- 
ments and net profits, and analysis of the 
disposition of funds from retained profits. 
To have an equity in corporate enterprise 
is not necessarily to understand its nature 
and purpose; accounting can augment 
“readability” and the understanding of 
financial objectives. 

While the dividend stability aspect is 
but one of many phases of the undistrib- 
uted-profits tax, the principle of the latter 
is not consistent with the goal of private 
and social stability. Real danger would 
seem inherent in taxation which even by 
incident would negate attempts at regu- 
larization of income disbursements and 
sever an artery of corporate expansion 
which has contributed heavily to many 
of the most soundly financed and most 
progressive enterprises of this period. 

Unfettered by a short-sighted tax policy 
the net effect of the proposed surplus pro- 


gram is stability (1) for the corporate en- 
tity, (2) for corporate shareholders, (3) for 
corporate creditors, and (4) for society. 
The corporation is by nature a long-term 
form of enterprise; its managerial view 
must be far-sighted with a view to balanc- 
ing present and future benefits. To modify 
the effects of risk by a reasonable buffer in 
stock equities, carefully administered with 
respect to their liquidity, would provide 
shareholders with a maximum of utility 
in the long-run by a more even cash in- 
come stream and would eliminate a degree 
of stock-price fluctuation which invariably 
leads to misfortune and inequity. Stabili- 
zation of stock equities would augment 
the fundamental security behind creditor’s 
claims. In view of the widespread impor- 
tance of corporate obligations as eligible 
trust-fund investments, the problem of 
stabilization of stock equities is of far- 
reaching significance in the financial struc- 
ture of society. With stabilization a more 
stable demand for the services of labor 
would emerge, and thus a more stable 
society. 


AMERICAN ACCOUNTING ASSOCIATION 
TWENTY-THIRD ANNUAL CONVENTION 
Detroit, Michigan 
December 28, 29, 30, 1938 


Details of the convention program and announcement of the 
convention hotel will appear in the December issue of the REvIEw. 
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ACCOUNTING THESES 


Theses Accepted for the Ph.D. Degree, 
Year Ended June, 1938: 


Accounting Aspects of the Regulation and Super- 
vision of Building and Loan Associations in 
Washington, Cheuk Lam Lei, University of 
Washington. 

The Dynamic Balance Sheet: A German Theory 
of Accounting, Catherine D. Greene, University 
of California. 

Economic Aspects of Fixed Capital Obsolescence, 
Cecil A. Moyer, University of Illinois. 

Origins of Double Entry, Edward Peragallo, 
Columbia University. 

Stock Dividends—Legal, Accounting, Financial, 
and Economic Aspects, Harry D. Kerrigan, 
Northwestern University. 

The Use of Variable Budgets in Controlling 
Manufacturing Systems, Cecil L. Burrill, 
Harvard University. 


Ph.D. Theses in Progress as 
of June, 1938: 


Accounting for Control in Public Utilities, Cedric 
W. Lutz, Harvard University. 

Accounting for Farm Costs, James W. DaVault, 
Columbia University. 

Accounting for the Managers of Consumers’ 
Cooperatives, Lennart G. Bryngelsson, Colum- 
bia University. 

Analysis of the Accounting Requirements of the 
Securities and Exchange Commission under 
the Securities Act of 1933 and the Securities 
and Exchange Act of 1934, Benjamin A. 
Greidinger, Columbia University. 

Capital Stock Write-downs, 1930-1936, R. E. 
Glos, Ohio State University. 

A Comparison of the Corporate Law and Regu- 
lations in Certain Selected States Regarding 
the Protection of the Stockholders’ Interest, 
Wilbur R. Garrett, University of Southern 
California (1937). 

Control of Corporate Financial Practice through 
State Statutes, Norbert J. Bausch, University 
of Illinois. 

Cost Accounting in Sales Management, Donald 
R. Longman, Columbia University. 

Depreciation and Short-Run Theory, Maurice 
Moonitz, University of California. 

Devaluation and Appreciation of Fixed Corporate 
Plant from the Standpoint of Accounting, 
Winfield S. Briggs, Columbia University. 


THE ACCOUNTING EXCHANGE 


Economic and Social Aspects of Holding Com- 
panies, Raymond V. Cradit, University of 
Chicago. 

Fixed Asset Accounting, Harold G. Avery, 
Columbia University. 

Government Accounting Theory with Regard to 
Income, Shing Yipe Wong, Columbia Uni- 
versity. 

The Influence of Costs on Production and Price 
Policy in a Joint Product Industry, Francis M. 
Boddy, University of Minnesota. 

Internal Auditing Policy, Victor Brink, Columbia 
University. 

Legal Regulations of Accounting, Vivian Dake 
Jolley, University of Chicago. 

Municipal Electric Utility Accounting, Robert E. 
Walden, University of Iowa. 

Organization and Administration of Budgetary 
Control in Manufacturing Companies, Chester 
L. Seeley, Harvard University. 

Some Financial and Regulatory Problems of Re- 
tirement Accounting in Public Utilities, 
Thomas H. Carroll, Harvard University. 

Standard Cost Accounting, Walter B. McFarland, 
Stanford University. 

Standard Costs and Budgets, 
Harris, Columbia University. 
Stock Exchange Control and Security Regulation, 

Robert R. Logan, Northwestern University. 

Tests of Income in Accounting Practice, Reuel I. 
Lund, University of Minnesota. 

The Theory of Cost in Accounting, John W. 
McMahan, University of Illinois. 

Treasury Stock, Judson O. Burnett, University of 
Minnesota. 


Master’s Theses Completed, Y ear 
Ended June, 1938: 


Accounting Control for a University Buildings 
Department, Clarence A. Bostwock, University 
of Chicago (1937). 

Accounting for Factors, Lester Rubin, Columbia 
University. 

Accounting for High School Student Body 
Finances, Dorothy Collum, University of 
Southern California (1937). 

Accounting for Hotel Costs and Their Allocation 
to the Operating Department, William E. 
Toch, University of Pennsylvania. 

Accounting for Real Estate Construction Costs 
and Operation Management, Herman Stoller, 
Columbia University. 

Accounting for Returnable Containers, R. M. 
Harris, Louisiana State University. 


Gould Leach 
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Accounting for Savings Banks, Doris W. Bellamy, 
Boston University. 

Accounting for Variation in Periodic Profit, 
Wesley R. Jones, University of California. 

An Accounting System for Floriculturists, Wil- 
liam Edgar Thomas, Jr., University of Illinois. 

Accounting System Survey and Recommended 
Machine Applications for the Southmoor Hotel, 
Irwin N. Knehans, University of Chicago 
(1937). 

An Accounting System for School Districts, R. D. 
Koppenhaver, University of North Dakota. 

Accounting Systems Used by Automobile Dealers, 
Perry L. Starbuck, University of Chicago 
(1937). 

The Accounting Treatment of Surplus, Edwin S. 
Galusha, University of Chicago. 

Adaptations of Financial Statements to the Needs 
of Investors, William J. Jones, University of 
Pennsylvania. 

Administration of Decedent’s Estates in a Trust 
Company, Wilbur G. Thompson, New York 
University. 

American Bookkeeping Procedure vs. English 
Bookkeeping Procedure, William Knoll, Col- 
lege of the City of New York. 

Amortization and Depreciation in the Motion 
Picture Industry, Benjamin L. Wolfe, College 
of the City of New York. 

Analysis and Control of a Work in Process Ac- 
count, James A. Britt, New York University. 
Analysis of Financial Statements in Detection of 
Failure Tendencies, Bernard Levine, New York 

University. 

An Analysis of Operating Expense Ratios in 
Building and Loan Associations, John J. Bod- 
fish, University of Chicago (1937). 

Analysis of Prospectuses Issued Under the 
Securities Act of 1933, Leonard Fagenholz, 
Northwestern University. 

An Analysis of the Stockholders’ Reports of the 
Machinery and Metal Trades Industries, Allan 
A. Ash, College of the City of New York. 

Analysis of Surplus Accounts of Industrial Corpo- 
rations, Ralph D. Swick, Indiana University. 

The Application of Business Machines to Stock 
Brokerage Accounting, Clarence W. Smith, 
University of Chicago (1937). 

Appreciation and Depreciation as Developed by 
the United States Interstate Commerce Com- 
mission, Jack L. Macauley, University of 
California. 

Audit of Stock Brokerage Accounts and Prepara- 
tion of the New York Stock Exchange Ques- 
tionnaire, Charles Allen, Columbia University. 

Basic Accounting for the Shipping Industry, 
William Conklin, Columbia University. 


Basis of Accounting and Federal Income Taxes, 
Charles Abrahams, University of Chicago 
(1937). 

Blue Sky Legislation with Emphasis on Account- 
ing Aspects, Leonard O. B. Parker, University 
of Texas. 

Brewing Industries: Accounting for Manufactur- 
ing Costs, David Lester, New York University. 

Brokerage Accounting, Mary Ruff, Ohio State 
University. 

Business Policies and Tax Avoidance through the 
Accumulations of Corporate Income, Myron 
W. Curzon, University of Chicago (1937). 

Capital Surplus in Theory and Practice, R. L. 
Anderson, Louisiana State University. 

The Control of Distribution Activities through 
the Use of Budgets and Standards, Robert G. 
Koeppel, Columbia University. 

Cost Accounting and Burden Application in the 
Manufacture of Men’s Clothing, Daniel Bern- 
feld, New York University. 

Cost Accounting for a Gold Mining Company, 
Joseph V. Kaicher, University of Pennsylvania. 

Cost Finding in Wineries, Harrison W. Gebhart, 
New York University. 

Costs in the Woolen and Worsted Industries, 
Robert Birdsall, New York University. 

Depreciation of Factory Machinery as an Ele- 
ment of Factory Cost, Hugh MacLetchie, 
Columbia University. 

Depreciation in Public Utilities from the In- 
vestor’s Viewpoint, Edward B. Vandyck, New 
York University. 

Depreciation Methods of American Industrial 
Corporations, 1927-1935, William J. Vatter, 
University of Chicago (1937). 

The Development and Changes in Building and 
Loan Accounting Since 1929, Leonard L. 
Beebe, University of Pennsylvania. 

Differences Between Undistributed Net Income 
and Adjusted Net Income, Irving Richardson, 
University of Chicago. 

Distribution Costs with Reference to the 
Robinson-Patman Act, Maxwell J. Santman, 
New York University. 

Economic and Accounting Problem of Unused 
Capacity, Philip Toren, New York University. 

Economic, Legal, and Accounting Aspects of 
Capital Gains and Losses, Kenneth L. Smith, 
University of Illinois. 

Evaluation of the Securities Exchange Commis- 
sion, Edith Block, New York University. 

Exchange Control and its Effect Upon Account- 
ing, Anthony W. Steiner, New York University. 

Financial Control in Seventh-Day Adventist 
Conferences and Institutions, Herschel D. 
Wheeler, University of Washington. 


of | 
y | 
i | 
wit 
ni- 
ice ff 
M. 
bia 
ke 
ary § 
ster 
Re- F 
ies, 
ind, 
ach | 
ion, | 
adi, 
| 
| 


288 The Accounting Review 


The Flexible versus the Inflexible Budget in Re- 
flecting Managerial Efficiency and Inefficiency, 
McCarthy Hanger, Jr., University of Pennsyl- 
vania, 

Foreign Exchange and the Conversion of Foreign 
Currency Accounts into United States Dollars, 
George Schwer, New York University. 

The Gain and Loss Exhibit of Mutual Life In- 
surance Companies, John J. Waldron, New 
York University. 

Goodwill, Joseph Bieter, Columbia University. 

Goodwill in Company Balance Sheets, Jacob T. 
Butz, Jr., University of Pennsylvania. 

The History, Contents, and Trends of the Illinois 
C.P.A. Examinations, 1903-1936, Joseph J. 
Zbornik, University of Illinois. 

History of Public Accounting in the United 
States, Allan R. Shilts, New York University. 
Hotel Costs and Controls, Rudolph J. Kucera, 

New York University. 

Index Numbers as the Basis for Reproduction 
Cost Valuation of Public Utility Properties, 
Frank Macina, University of Chicago. 

Industrial Balance Sheets, Robert E. Schellberg, 
University of Rochester. 

Installment Sales of Real Estate, Alexander 
Kaminsky, New York University. 

Internal Control and its Effect on Fraud, Charles 
A. Pertain, New York University. 

Interpretation of and Methods of Handling Cash 
Discounts, Angelo P. Geraci, Columbia Uni- 
versity. 

The Interpretation of Financial Statements of 
Life Insurance Companies with Emphasis upon 
Selected Account Titles, Norris C. Neveln, 

University of Iowa. 

The Introduction of Accounting to America, 
Albert B. Newton, Columbia University. 

An Investigation of the Financial Statements of a 
Selected Bank, Reimer A. Perkins, University 
of Iowa. 

Life Insurance Accounting, James H. Lynch, 
New York University. 

Maintenance of Capital Assets, W. A. Whitley, 
Louisiana State University. 

Managerial Accounting Problems and the Taxing 
Titles of the Social Security Act, Charles 
Rovetta, University of Chicago. 

Merchandise Control by the Retail Inventory 
Method, Jay S. Baumann, Columbia Uni- 
versity. 

Methods of Inventory Valuation, Leroy L. 
Champion, Columbia University. 

Modern Accounting Methods Using Electric 
Tabulating Machines, Thomas Sharp, Colum- 
bia University. 

Modern Machine Accounting for Municipalities 


(75,000—250,000), Samuel W. Cullison, In- 
diana University. 

Mortgage Participations as Investments for 
Corporate Fiduciaries, Howard M. Koster, 
New York University. 

The Mortgage Problem and Real Estate Auditing, 
Otto W. Rakow, New York University. 

The Non-Availability of Appreciation Surplus 
for Cash Dividends, Raymond Einhorn, Uni- 
versity of Illinois. 

The Operation of Central Buying, Herbert R. 
Scull, New York University. 

Organizing the Controller’s Department, James 
B. Steere, University of Chicago. 

Partnership Accounting, Cornelius Ahern, Co- 
lumbia University. 

Payroll Accounting and Machine Applications, 
J. W. Ogilvie, Northwestern University. 

Profit Sharing and its Future in the United 
States, Kenneth K. Krusell, University of 
Pennsylvania. 

The Public Accountant’s Responsibilities under 
the Securities Act, Irving Guttenberg, New 
York University. 

Purchase-returns, 7.e., Dividends, in Coéperative 
Society, Alexander Shapiro, orkU niversity. 

The Relation Between Member Bank Borrowing 
and Profit (A Statistical Study), Abe Blanar, 
University of Missouri. 

Relations Between Public Accountants, Their 
Clients, and the Manufacturers of Accounting 
Machines, John E. Cornyn, University of 
Chicago (1937). 

Relation of Costs to Prices, If Any, Under the 
Robinson-Patman Act, Henry J. Angelbeck, 
New York University. 

The Scope of Punch Card Accounting, Leroy C. 
Linnekin, Boston University. 

The Securities and Exchange Commission: Some 
Accounting Principles for the Balance Sheet, 
David Beskind, Columbia University. 

Significance of the Budget, Greta Howes, New 
York University. 

The Significance of the Natural Business Year to 
the Industrial Business Firm, Casey W. 
Kunkel, University of Chicago. 

Standard Cost Accounting as a Method of Pro- 
duction Control in Industry, Meyer Hochman, 
Columbia University. - 

Standard Cost Procedure in Construction Costs 
of a Central Heat Distributive System, Frank- 
lin W. Towne, Columbia University. 

Standards in the Tobacco Industry, Francis E. 
Clark, New York University. 

Straight-Line Depreciation vs. Retirement Ac- 

counting for Railroads and Public Utilities, 

S. H. F. Goldstein, Columbia University. 
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A Study of Cost Control and Budgetary Control 
in Wholesale Bakeries, Harry C. Chamberlain, 
University of Missouri. 

A Study of the Theory of Capitalized Earnings, 
George M. Hittler, University of Illinois. 

The Summary Board Method of Distribution and 
Analysis in Accounting, Garth E. Heckman, 
University of Chicago. 

A System of Cost Accounting for a University 
Cafeteria, W. W. Howell, University of North 
Carolina. 

The System of Municipal Accounting as Devised 
by the Wisconsin Tax Commission and Applied 
at Marinette, Wisconsin, Derral L. Clark, 
University of Iowa. 

The Theory of Paid-In Surplus, George S. Cerny, 
University of Illinois. 

University Accounting in China, Ming Guy 
Quock, New York University. 

The Valuation of Assets in Determining Profits 
and Surplus Available for Dividends, Laurant 
L. Wheldon, University of California. 

Valuation of Fixed Assets of Highway Trans- 
portation Companies by Means of Legal Regu- 
lations, Thomas E. Watson, University of 
Pennsylvania. 


CONSOLIDATED REPORTS 


It would seem appropriate that “Some 
Tentative Propositions Underlying Con- 
solidated Reports,’”’ presented at the last 
annual meeting of the American Account- 
ing Association, be expanded to include 
the more complete discussion of the 
reasoning followed in arriving at the con- 
clusions it contains. 

As an aid to this discussion I should like 
to offer a few comments on four other 
propositions: 

1. The treatment in consolidation of 
earned surplus of subsidiaries aris- 
ing prior to date of acquisition of 
control. 

2. The accrual of equities in undis- 
tributed earnings of subsidiaries in 
the accounts of the parent. 

3. The determination of reserves for 
losses on investments in subsid- 
iaries based on ultimate realiza- 
tion rather than on amounts of 
operating losses. 

4. The exclusion from consolidation of 
“nonhomogeneous” subsidiaries. 


Under proposition 6(f) in the paper the 
statement is made that “‘earned surplus on 
the consolidated balance sheet arising 
from subsidiary companies should be con- 
fined to undistributed profits earned since 
the date of acquisition (of control), with- 
out regard to the period prior to that date 
during which an interest less than con- 
trolling may have been owned.’’ Consistent 
with this proposition is the subsequent 
statement (10a) to the effect that all div- 
idends, when received by the parent, 
paid from earned surplus of subsidiaries 
accumulated prior to date of acquisition 
of control, should be excluded from earn- 
ings and earned surplus of the parent. 

It is submitted that these propositions 
are neither in accordance with generally 
accepted practice nor based on any logical 
assumptions. In effect they state that the 
parent’s equity in earnings of a subsidiary 
during the period when an interest was 
owned less than controlling may consti- 
tute earned surplus to the parent only if 
received prior to acquisition of control but 
not if received after acquisition of control. 
This result is certainly arbitrary, and ex- 
perience has shown what capricious results 
might be obtained in following the propo- 
sition. 

One case may be cited in which the par- 
ent acquired the entire stock of a sub- 
sidiary in two equal blocks of 50% each, 
but the first block was held for two years 
before the second block was acquired. 
During that interval large earnings were 
accumulated by the subsidiary; no divi- 
dends could be paid because the two stock 
interests could not agree on a board of 
directors—neither interest had control. 
The deadlock was broken by the acquisi- 
tion by the holding company of the second 
block, and it immediately caused the ac- 
cumulated earnings of the subsidiary to be 
paid over to itself in a dividend. Clearly, 
the parent was entitled to treat such divi- 
dend as income to the extent that it repre- 
sented its half of the earnings of the 
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subsidiary during the period it held a half- 
interest in the subsidiary; the portion in 
excess of that amount would be a return of 
capital and should be credited to the in- 
vestment. Consistency would permit the 
consolidated earned surplus to include 
such equity in earnings even though not 
paid over to the parent in dividends. The 
propositions quoted would require the 
parent to treat the entire dividend as a 
return of capital. If the dividend de- 
scribed had not been paid, the proposition 
would require the parent’s equity in the 
subsidiary’s earnings prior to date of con- 
trol to be excluded from consolidated 
earned surplus. 

A second case may be cited in which the 
parent held an interest somewhat less than 
control for a period when a subsidiary 
sustained a large deficit. The parent pro- 
vided no reserve for deficit on the basis 
that quoted market prices of the subsid- 
iary’s stock indicated no ultimate loss on 
the investment. Later, when control is 
gained, consideration may be given to the 
determination of the practice to be fol- 
lowed in consolidation; under the proposi- 
tions quoted, the parent’s equity in the 
operating deficit of the subsidiary prior to 
obtaining control would go to increase the 
excess cost over book value (goodwill), al- 
though it would seem proper that such 
equity in the subsidiary’s deficit should be 
charged against consolidated earned sur- 
plus if not against the earned surplus of 
the parent. 

There seem to be only two possible as- 
sumptions for the afore-mentioned proposi- 
tions, namely: 

1. A larger proportionate price may be 
required to be paid for a block of 
stock to obtain final control, re- 
sulting, in effect, in a “purchase” 
of, or payment of a premium equiv- 
alent to, undistributed earnings 
applicable to the lesser interest 
previously held. 

2. No additional earned surplus may be 


brought into consolidated earned 
surplus by reason of the purchase 
of control when a subsidiary is first 
consolidated. 
The first assumption would depend upon 
the actual facts in any given case; in those 
cases with which I am familiar, no larger 
prices proportionately have been paid for 
blocks of stock bringing final control than 
paid for preceding blocks, considering 
changes in accumulated earnings and earn- 
ing power. The second assumption results 
in a different treatment of the equity in 
accumulated earnings than if a dividend 
equivalent in amount to the previous 
equity in undistributed earnings were 
actually paid immediately prior to ac- 
quisition of the block of stock bringing 
control; this seems to be illogical. Looking 
to the substance of the matter, there is a 
constructive receipt of a dividend upon 
acquisition of control which justifies in- 
clusion of the equity in previously accum- 
ulated earnings in the consolidated earned 
surplus at date of acquisition of control. 
In proposition 10 the statement is made 
that ‘“‘no practical benefits are derived 
from accruing profits and losses of sub- 
sidiaries on the books of the controlling 
company; reserves for losses on invest- 
ments in subsidiaries are preferably based 
on estimates of ultimate realization rather 
than on amounts of operating losses.” 
Unless profits and losses of subsidiaries 
are accrued on the books of the controlling 
company, it may be argued that the state- 
ments of the parent company are inaccu- 
rate. This inaccuracy calls for explanations 
in income accounts of parent corporations 
when only dividends received are recorded 
as income and where such dividends differ 
widely from the parent’s equity in current 
earnings. It should be recognized that 
many subsidiaries are merely incorporated 
departments, being legal entities only in 
form. In such cases, at least, profits and 
losses should be accrued by the parent if 
its operations and surplus are to be accu- 
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rately stated. Whenever there is actual 
control exercised, it makes no practical 
difference whether the parent elects to take 
its equity in earnings in the form of current 
dividends and reinvest them in the sub- 
sidiary, or whether it merely short-cuts 
the procedure and wills to leave the earn- 
ings in the subsidiary undistributed. The 
earnings actually accrued to the parent 
when the subsidiary realized them; and 
to recognize them as they so accrue in the 
accounts of the parent is not at all com- 
parable with making revaluations of assets 
to reflect unrealized appreciation in their 
estimated replacement or resale value. 
There may be reasons for adopting the 
short-cut procedure in reinvesting sub- 
sidiary earnings; one reason is for income 
tax purposes. Even though the income tax 
laws have treated all corporations strictly 
as separate legal entities, general account- 
ing principles need not necessarily follow 
the same course. I would not propose, how- 
ever, that corporate earnings be considered 
as realized before distribution in the case 
of investors owning less than control. 

No harm results in accruing undis- 
tributed profits and losses of subsidiaries. 
It has been argued that harm might be 
done if such accrued earnings were paid 
out in the form of dividends to stockhold- 
ers of the parent, and that such dividends 
would be illegal, constituting a payment 
out of capital. This reasoning is entirely 
unsound even though it may have legal 
weight. The existence of earned surplus 
available for dividends does not imply the 
existence of uninvested cash. It makes 
little difference whether earned surplus has 
been reinvested in plant and property of 
the parent or in plant and property of its 
subsidiary ; the plant of the parent may be 
mortgaged, or the plant of the subsidiary 
may be mortgaged or subject to other prior 
claims. In such cases the payment of div- 
idends should be decided by financial 
prudence, but the earned surplus exists 


nevertheless. It appears that general ac- 
counting practice and legal thought in 
these cases does not conform with account- 
ing logic. 

It has, of course, been considered good 
practice to provide for subsidiaries’ losses 
in the books of the parent even though it 
is considered improper to accrue for equi- 
ties in undistributed earnings of subsidi- 
aries. The proposition has been advanced 
that such reserves should be based on 
estimates of ultimate losses in realization 
rather than on operating losses of the 
subsidiaries. This proposition appears un- 
satisfactory on two bases: the determina- 
tion of such reserves would be impractica- 
ble in most cases on any other basis than 
book losses of the subsidiary, and the use 
of separate bases for the parent-company 
accounting and consolidated statements 
would be inconsistent and undesirable 
from the standpoint of causing confusion 
in comparing parent company and con- 
solidated statements. 

In proposition 2 there is some credit ap- 
parently given to the position that sub- 
sidiaries not homogeneous with the con- 
trolling company should not be included 
in consolidated statements. This point has 
been overemphasized. The heterogeneity 
of activities of a single corporation does 
not cause accountants to exclude the as- 
sets, liabilities, and operations of such 
activities from the corporate statements. 
Net income is net income, regardless of 
the nature of the activity producing it. It 
is thought that in such cases confusion in 
the financial statements can be avoided by 
showing the net income of nonhomogene- 
ous activities as a special item or items 
under the heading of ‘‘other income’ in 
the consolidated profit-and-loss statement, 
and perhaps by showing investments in 
plant and equipment of such activities as 
separate items in the balance sheet. 


H. W. BorDNER 
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PROFESSIONAL EXAMINATIONS 


A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


HE FOLLOWING problems were pre- 
sented by the Board of Examiners 
of the American Institute of Ac- 
countants as the second section of the 
examination in accounting theory and 
practice held in May, 1938. The candi- 
dates were required to solve problem 1, 
either problem 2 or 3, either problem 4 or 
5, and problem 6. The weights given to 
the various problems were as follows: 
problems 1, 2, 3, 4, and 5, each 20 points; 
problem 6, 40 points. 


No. 1: 

On January 3, 1936, the Eastern Manu- 
facturing Corporation organized a sub- 
sidiary, the Eastern Sales Company of 
France, to operate at retail in Paris. Not 
having had any previous experience with 
foreign exchange, the treasurer of Eastern 
Manufacturing Corporation consults you 
in February, 1937, concerning the valua- 
tion to be placed on the inventory of 
Eastern Sales Company of France at De- 
cember 31, 1936, and the handling of inter- 
company transactions. The following data 
are furnished: 

Sales of product by Eastern Manufac- 
turing Corporation to Eastern Sales Com- 
pany of France at $5 per unit, payable in 
dollars: 


Freight and duty paid by Eastern Sales 
Company of France on such purchases 
amounted to 10 francs per unit. 

The cost to Eastern Manufacturing 
Corporation of the product manufactured 
by it is $4 per unit. 

The wholesale replacement value (f.o.b. 


Paris) of a more or less similar article of 
French manufacture was 110 francs per 
unit during the months of December, 1936, 
and January, 1937. 

Remittances made by Eastern Sales 
Company of France to Eastern Manufac- 
turing Corporation were: 

The published exchange rates per franc 

were as follows: 


0659 
0662 
0487 


The following information is requested: 

1. A statement showing the transactions 
in the intercompany dollar account 
with Eastern Manufacturing Cor- 
poration as they should be recorded 
in the books of Eastern Sales Com- 
pany of France. 

2. The value at which 100,000 units on 
hand at December 31, 1936, should 
be carried on the balance-sheet of 
Eastern Sales Company of France. 
This balance-sheet is to be made up 
in francs and in dollars and the 
inventory must therefore be valued 
in both currencies. 

3. The amount of intercompany profit 
which should be eliminated from in- 
ventories at December 31, 1936, upon 
the consolidation of the balance- 
sheets of the two companies. 


No. 2: 
You are engaged by the Xenia Manu- 
facturing Company to examine its books, 
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which have never been audited before by 
public accountants. The following un- 
audited statements are presented to you: 


BALANCE-SHEET—December 31, 1937 


Assets 

Accounts 200 , 000 
20 ,000 

$7,480,000 

Liabilities 

Reserve for doubtful accounts........... 70 ,000 
Reserve for depreciation................ 1,600,000 
Reserve for Federal income taxes........ 26,000 
Capital stock—$100 par value.......... 5,000,000 

$7,480,000 


PROFIT-AND-Loss STATEMENT 
For the year ended December 31, 1937 


2,430,000 
Gross profit on sales................... $1,070,000 
Selling and administrative expenses...... 900 ,000 

$ 170,000 

$ 190,800 
Interest on notes payable............... 19,500 

$ 171,300 
Provision for Federal income tax........ 26,000 


As a result of your examination the fol- 
lowing information has become available: 

In order to record as many transactions 
as possible which were applicable to 1937, 
the company kept open the cash-receipts 
book, the check register, and the voucher 
register until the middle of January. As a 
result checks for $200,000, received in 
January in payment of customers’ Novem- 
ber and December accounts, were included 
in the receipts book; checks for $150,000, 
issued in January in payment of vendors’ 
December invoices, were entered in the 


check register; and $80,000 vendors’ in- 
voices, received in January for goods and 
services delivered in December, were re- 
corded in the voucher register. Of the 
latter amount $50,000 represented goods 
included in the closing inventories and 
$30,000 was for expense items. 

The investments consist of: 

Premiums paid for insurance policies on 
the lives of officers—$80,000. The 
policies were written for $400,000. 
They had a cash surrender value at 
December 31, 1937, of $50,000 and a 
cash surrender value at December 31, 
1936, of $40,000. The premiums paid 
during the year amounted to $15,000. 

Cost of 2,600 shares of capital stock of 
Xenia Manufacturing Company— 
$220,000. This stock was purchased 
in 1932 because the price was con- 
sidered cheap. The company now in- 
tends to retire these shares. 

A discussion of the accounts receivable 
reveals that $50,000 are uncollectible. 
However, the officials convince you that 
the reserve for doubtful accounts is suffi- 
cient to provide for this loss and, in addi- 
tion, for any further losses which might 
be incurred in the liquidation of the ac- 
counts outstanding. 


The inventories consist of: 
Raw materials and supplies............... $200 ,000 


Raw materials and supplies are carried 
at cost, which is below current replacement 
value. For simplicity the company carries 
its finished-product inventory at 50% of 
the selling price. Former inventories have 
always been carried at cost, and upon your 
advice it has been decided to continue this 
practice. The officials point out and you 
have verified that the gross-profit margin 
on products is uniform and has remained 
the same for the past two years. 

An analysis of the property account 
shows the following composition which 
represents cost. 
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Machinery and equipment 3,000 ,000 

$5 ,000 ,000 


The treasury stock represents 10,000 
shares authorized by the corporation’s 
charter but not yet issued. 

The notes payable are secured by a 
mortgage given in connection with the pur- 
chase of land and buildings. The notes 
become due at the rate of $50,000 each 
July ist. 

The reserve for depreciation has been 
analyzed for the year as follows: 


The reserve for Federal income taxes is 
estimated as 15% of the net profit of 
$171,300, rounded upward to the nearest 
thousand dollars. Your scrutiny of returns 
for prior years indicated no important ad- 
justments to book profits, and you are 
satisfied that there will be no substantial 
additional assessments. 

The surplus account has been sum- 
marized as follows: 
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Provimton for the year 1937... 


Less: Reserve accrued on patents sold................ 


Ralance, December 31; 1937. 


Net sales include $300,000 proceeds 
from the sale of patents which have not 
been used to any great extent by the com- 
pany. They cost $250,000 which amount, 
less the reserve of $80,000 accrued there- 
against, is included in cost of sales. 

Prepare the financial statements for in- 
clusion in the annual report to stockhold- 
ers. 


No. 3: 

The American Investment Trust, a 
Delaware corporation, was organized June 
30, 1929 with an authorized capital of 
10,000 shares of no-par-value stock, all of 


Buildings Machinery and patents 


equipment 
$150,000 $ 930,000 $355,000 
20,000 150,000 75,000 
$170,000 $1,080,000 $430,000 
$170,000 $1,080,000 $350,000 


which was sold at $110 a share. The direc- 
tors assigned a value of $100 a share to the 
capital stock. 

The annual reports to the stockholders 
for the calendar years 1932, 1933, and 
1934 were prepared by the company’s 
bookkeeper and included the following 
statements of surplus: 


Dr. Cr. 
Premium of $5 per share on sale of 40,000 shares of capital stock.................. $ 200,000 
Transfers from profit-and-loss account to December 31, 1936...................... 1,938,700 
Transfers from dividend-paid account to December 31, 1936...................... $1,600,000 
Transfer from profit-and-loss account for 1937... 145,300 
Transfer from dividend-paid account for 1937 (being dividends at $8 per share)... . . 320,000 


$1,920,000 $2,284,000 
$ 364,000 
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Surpius Account, 1932 


$ 50,000 


Capital surplus, January 1, 1932, representing excess of amount realized over assigned value 
Add: Surplus resulting from reduction of assigned value of capital stock to $50ashare 500,000 600,000 


$650 ,000 
Deduct: Write-down of the cost of investments to market prices at December 31, 1932......... 579 ,000 
SurpLus Account, 1933 
Add: 
Excess of assigned value over cost of 1,000 shares of capital stock retired................... 10,000 
Surpius Account, 1934 
Earned surplus, January 1, 1934, representing net income for $ 40,000 
Add: Net income for 1934: 
$115,000 
$ 67,000 
Capital surplus, after deducting $5,000 representing the net excess of cost over assigned value of 2,000 
The balance-sheet at December 31, 
1934, as prepared by the bookkeeper, was 
as follows: 
A ssets 
$539 , 800 
Liabilities 
$ 6,800 
Capital 
$539,800 
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As a result of your audit of the com- 
pany’s accounts you ascertain further: (a) 
that no investment securities had been 
purchased or sold since December 31, 
1932; (b) that on December 31, 1932, the 
stockholders approved (1) the reduction 
of the assigned value of the company’s 
capital stock to $50 a share, (2) the write- 
down of the marketable investments to 
market quotations, and (3) the transfer of 
any deficit to capital surplus; (c) that the 
securities at December 31, 1934, market 
prices amounted to $723,400; (d) that the 
treasury stock represents the 500 shares 
acquired at low cost June 30, 1934, namely, 
for $7,500; (e) that 1,000 of the company’s 
shares were acquired in 1934 and were 
retired September 30, 1934; and (f) that 
the authorized capital stock had been 
legally reduced by the 2,000 shares retired. 

Prepare (1) a columnar statement of 
the annual surplus accounts in which capi- 
tal and earned surplus are set forth in 
separate columns with a column for the 
total surplus; and (2) a balance-sheet at 
December 31, 1934, which you would be 
willing to certify. 

No. 4: 

The Green Valley Cattle Company is a 
corporation operating a large ranch. It has 
been in business a number of years and 
has built up a large surplus, all of which 
has been kept in the business either in live- 
stock or land investments. 

At the beginning of the year 1937 there 
were on the books the following accounts: 
inventory of stock cattle, $186,000; inven- 
tory of steers, $69,000; inventory of calves 
and yearlings, $43,500; land, $250,000; 
buildings, $60,500; farm machinery and 
equipment, $18,000; farm work animals, 
$15,000; saddle horses, $7,000; cash in 
bank, $16,800; accounts payable, $6,200; 
notes payable, $3,000; bonds payable, 
$50,000 (interest payable semiannually, 
July ist and January 1st); capital stock, 
$50,000; and surplus. 


During the year all liabilities were paid 
except the bonds, and additional expendi- 
tures were made for labor, $14,000; feed, 
$30,000; seed, $4,000; insurance, $2,500; 
taxes, $11,500; freight, $3,500; purchases 
of steers, $32,000, of land, $12,500; equip- 
ment for farm, $2,500; and bond interest 
coupons, $3,000. Receipts were for sales 
of steers, $68,500; sales of yearlings and 
calves, $32,000; sales of stock cattle, 
$16,500; sales of junk machinery, $100; 
sale of mineral rights on 5-year contract, 
$25,000. The inventories at the end of the 
period were: stock cattle, $165,000; year- 
lings and calves, $45,000; and steers 
$71,000. 

All products from the farm were being 
used to feed the cattle. There were no un- 
paid bills at the end of the year, and the 
feed inventory need not be considered. 
There were losses by death during the 
year as follows: saddle horses, $350; stock 
cattle, $1,800; steers, $1,650; and yearlings 
and calves, $900. 

No depreciation had ever been taken in 
the past and in the solution of this problem 
it may be disregarded. It will be unneces- 
sary to consider Federal or any other 
taxes. 

Immediately following the end of the 
year 1937, and before any business had 
been done in 1938, except the declaration 
and payment of a cash dividend of $30,000, 
the cattle and the title to the land and all 
other farm properties were sold for a flat 
sum of $600,000 cash and the assumption 
by the buyer of the bonded liability and of 
the obligatioris under the mineral-rights 
contract. 

Prepare a columnar work sheet showing 
the trial balances at the beginning and the 
end of the year, as well as the subsequent 
sale of the property. 

No. 5: 

The following is a trial balance of the 
Allegheny Manufacturing Company as at 
December 31, 1937, before closing: 
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$ 


Inventory finished product 1-1-37 


Discounts and allowances on sales 


$982,200 $982,200 


The company manufactures a specialty 
product from a variety of raw materials. 
Three different kinds—A, B, and C—are 
produced, and based on previous experi- 
ence, the cost is estimated to be: 


The company used the average cost of 
$20 in valuing the opening inventory and 
fixed the sales price for the year at $30 
per unit. 

No record is available of the quantities 
put in process or produced of each product, 
but the $552,000 sales were found to be 
made up as follows: 


The opening inventory of work in 
process was comprised of: 700 units (mixed 
grades) with material cost, $5,600; labor 
cost, $3,050; and overhead expenses, 
$1,050—together $9,700. 

The opening inventory of finished goods 


consisted of 1,100 units (mixed grades) at 
the average cost of $20 each or $22,000. 
The inventory of work in process at the 
end of the year is 1,000 units (600 of A, 
300 of B, and 100 of C). Each is completed 


A B C Average 
$10 $8 $6 $8 
6 6 6 6 
6 6 6 6 


to the extent of one-half cost as to labor 
and overhead expense, but contains all of 
the material cost. 

The inventory of the finished product 
at the end of the year is 1,700 units (200 of 
A, 500 of B, and 1,000 of C). 

The inventory of raw material at the 
end of the year is $80,000. 


3,900 units 
4,100 units 


18,400 units at $30........ $552,000 


From the foregoing data: 

1. Determine the cost of the finished 
goods and of the work in process at 
the end of the year and show fully 
how these costs were computed. 

2. Prepare the annual accounts. 
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Also show the defects of cost system 
and budgeting methods. 


No. 6: 

From the following information prepare 
a work sheet showing the consolidation of 
the balance sheets of Top Company and 
its subsidiaries as at June 30, 1937: 


The Top Company was incorporated in 
1926. In the same year it incorporated a 
wholly owned subsidiary, the Green Com- 
pany, with paid-in capital of $300,000. 
On July 1, 1928, the net assets of Green 
Company in the amount of $250,000 were 
transferred to Black Company in exchange 
for its capital stock, which has a stated 


BALANCE-SHEETS—June 30, 1937 


Fixed assets... . 


Investments: 


Black Co.—$300,000 bonds....................... 


White Co— 6,000shares...................... 


Intercompany accounts..... 


Notes payable to Top Company...................... 
6% mortgage bonds, due October 1, 1946.............. 
Capital stock—10,000 shares, no par.................. 


* Red. 


An analysis of Top Company’s invest- 
ment in subsidiaries shows the following: 


Date of 
transaction 


Black Company bonds (bought for Sept. 30, 1932 


the sinking fund).............. Nov. 30, 1934 
Dec. 29, 1936 

Black Company stock............ Jul. 1, 1928 
White Company bonds........... Jul. 1, 1932 
Oct. 1, 1935 

White Company stock............ Jul. 1, 1929 
Dec. 1, 1936 

Red Company stock............. Sept. 1, 1928 
Sept. 1, 1932 


* Red. 


Top Black White Red 
Company Company Company Company 
$ ,000 $ ,000 $ 60,000 $ 25,000 


100,000 200,000 80,000 
200,000 300,000 100,000 


1,000 900,000 1,000,000 500,000 


Prepaid expenses...... cee ee 500 5,000 6,000 3,000 


300 , 000 12,000 15,000 
$1,656,500 $1,297,000 $1,581,000 $708,000 


.. $ 10,000 $ 95,000 $ 94,000 $150,000 
5,000 


10,000 18,000 4,000 
6,750 

10,000 310,000 
200,000 

500 400,000 350,000 250,000 
450,000 

1,500,000 800,000 100,000 
300,000 

A 141,000 25,250 119,000  106,000* 


$1,656,500 $1,297,000 $1,581,000 $708,000 


value of $300,000. The difference between 
this stated value and the net assets taken 


Surplus or 
Shares or deficit* of 
bonds Cost or subsidiary 
acquired Proceeds* at date of 
or sold* transaction 
$ 80,000 $ 76,000 $ 25,000 
$200 ,000 15 ,000* 
$ 20,000 19,000 12,000 
10,000 shs. 300 ,000 
$ 50,000 40 ,000 10 ,000* 
$ 50,000* 50,000* (Redeemed) 
8,000 shs. 1,000,000 , 000 
2,000 shs.* 300 ,000* (Sold) 100,000 
600 shs. ,000 
200 shs. 10,000 5,000* 


fF 


5S 


AS 


Assets 
300 ,000 
80,000 t 
i 
Liabilities and Capital 


IS | 


i818 8 8 88 
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over was added to the fixed assets of Black 
Company as representing goodwill. This 
goodwill amount has been amortized by 
Black Company by charges to operations 
at the rate of 5% per annum. Green Com- 
pany was dissolved, the stock of Black 
Company being turned over to Top Com- 
pany as a liquidating dividend. 

There has been no change in the share 
capital of the subsidiaries since their incor- 
poration. 

On June 29, 1937, White Company 
drew a check to the order of Top Com- 
pany for $2,000. This check was received 
and recorded by Top Company on July 1, 
1937. 

On June 3, 1937, Black Company 
shipped White Company merchandise in 
the amount of $5,000. White Company’s 
accounting department did not receive the 
invoice for these goods and did not record 
the liability therefore. However, on taking 


the physical inventory at June 30, 1937, 
this merchandise was included at the 
value of $5,000. 

At June 30, 1934, Black Company sold 
Red Company certain machinery for 
$80,000. Red Company has provided de- 
preciation on this amount for the years 
ended June30, 1935, 1936, and 1937, at 10% 
per annum on the basis of an estimated 
useful life of ten years after the date of 
purchase. This machinery had cost Black 
Company $75,000, and that company had 
provided a depreciation reserve of $25,000 
to June 30, 1934, on the basis of 63% 
per annum. Black Company took the 
$30,000 book profit and eliminated from 
its accounts the cost of the machinery, 
as well as the accrued depreciation. 

Inventories at June 30, 1937, included 
the following amounts purchased from 
affiliated companies: 


Company Purchased from June 30, 1937 
Red Company White Company $25, 300 
Red Company Black Company 16,500 
White Company Black Company 86,000 


White Company sold its products to 
affliated companies at 15% and Black 
Company at 25% above cost. 

At June 30, 1937, Top Company had 


Solution to Problem 1— 


discounted at the bank $200,000 notes 
receivable from White Company. 

The Top Company has guaranteed the 
liabilities of the Red Company. 


(1) Eastern Sales Company of France 
Statement of Intercompany Account 


Purchase—Feb. 15, 1936 (200,000 units)............. 
Purchase—Apr. 4, 1936 ( 10,000 units)............. 


Purchase—July 20, 1936 ( 20,000 units) 


Less: 
Remittance—Oct. 1, 1936 
Remittance—Dec. 11, 1936 


Total remittances 


Purchase—Nov. 16, 1936 ( 50,000 units)............. 


$ 427,800.00 


$ 972,200.00 
7,202,284 


$ 972,200.00 


Due to Eastern Due to Eastern 
Manufacturing Rate Manufacturing 
Company Company 
Dollars Francs 
$1,000,000 .00 0668 14,970,060 fcs. 
,000 .00 0659 758,725 
aide 100,000.00 0662 1,510,574 
250,000.00 0465 5,376,344 
$1, 400,000.00 22,615, 703 fcs. 
$ 194,800.00 .0487 4,000,000 fcs. 


233,000.00 .0466 5,000,000 


9,000 ,000 fcs. 
13,615,703 fcs. 


20,817,987 fcs. 
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(2) Valuation of inventory 
Purchase price 
Date of 
Nov. 16, 1936.. 
July 20, 1936 
Apr. 4, 1936 
Feb. 15, 1936 


Add—Freight charges (100,000 10 fes.).......... 


Number of units 


... 50,000 5,376,344 fs. 
,000 1,510,574 
10,000 758,725 
20,000 1,497 ,006 

100,000 9, 142,649 fcs. 
1,000,000 


10, 142 ,649 fcs. 


On the French books the inventory should be valued at 10,142,649 francs. 


The cost of the inventory in dollars is.......... 
Freight charges (100,000 units at 10 francs per unit converted at .0467).... 


The market value of the inventory in dollars is -_ 000 units at 110 francs 


per unit converted at .0467)................. 


$513,700.00 


The dollar balance sheet of the French Company should carry the inventory at $513,700.00. 


(3) Inventory in France at the market value converted at the current rate of exchange........ 


Inventory cost: 


Cost to manufacture (100,000 units at $4.00)... 
Freight (100,000 units at 10 francs per unit converted at .0467)......... 


COMMENTS 


(1) The liability of the French subsid- 
iary to its American parent on December 
31, 1936 is 972,200 dollars, or expressed in 
francs, at the current rate of exchange, the 
liability is 20,817,987 francs ($972,200.00 
+.0467). Accordingly, the account with 
the American parent on the French sub- 
sidiary’s books must be raised 7,202,284 
francs. 

(2) The valuation of the ending inven- 
tory for the French company is the actual 
franc cost including freight and duty paid 
by the French company. This valuation, 
10,142,649 francs, is less than cost of re- 
placement in Paris, 11,000,000 francs. 

While the actual franc cost of the ending 
inventory is less than the cost in francs to 


$513,700.00 
700.00 446,700.00 


$ 67,000.00 


replace the inventory, the decline in the 
value of the franc has created a situation 
in which the dollar cost of the inventory is 
greater than the dollar cost to replace the 
inventory. Because of this condition the 
franc balance sheet should show the in- 
ventory at cost, which is less than market, 
and the dollar balance sheet of the French 
company should carry the inventory at 
market, which is less than cost. 

(3) Current assets purchased by a for- 
eign subsidiary are generally converted at 
the rate of exchange current at the end of 
the fiscal year. This rule was applied in 
determining the dollar cost of that part of 
the ending inventory represented by 
freight and duty charges. 
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Xenia Manuf. 


700.00 | 

46,700.00 

$546,700.00 | 
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KEY TO ADJUSTMENTS 


1. To reverse entries for cash received 
in January. 
2. To reverse entries for cash disbursed 
in January. 
3. To set up cash surrender value of 
life insurance policies. 
4. To set up treasury stock at the cost 
thereof. 
. To write-off uncollectible accounts. 
. To adjust sales and cost of sales for 
patents sold. 
7. To adjust inventory of finished prod- 
uct te cost basis: 


$3 , 200,000.00 
Selling price of finished product 1,200,000.00 


Sales value of all finished products$4 , 400 ,000.00 
Less cost of all finished product: 
Cost of sales $2,260,000.00 
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8. To set up unissued capital stock in 
a separate account. 

9. To set up in a separate account the 
portion of the mortgage maturing 
later than one year from the date of 
the balance sheet. 

10. To segregate paid-in surplus from 
earned surplus. 

11. To reverse entry for dividend on 
treasury stock. 

12. Sufficient information to enable a 
correct calculation of the Federal 
tax liability is not given conse- 
quently the estimated tax is set at 
15% of $330,500.00 rounded out to 
the nearest thousand dollars or 
$50,000.00. The figure $330,500.00 
is determined as follows: 


— of Profit on sale of patents............ 130,000.00 
product... 600,000.00 2,860,000.00 $3, 330,000.00 
Gross profit percentage 35% 19,500.00 
The cost value of the inventory 
of finished product is 65% of eae ee ee $2 ,999 , 500.00 
$1,200,000.00 or........... $ 780,000.00 Net income for tax computation... $ 330,500.00 
Xenia Manufacturing Company 
Balance Sheet 
December 31, 1937 
Assets 
Current assets 
Less reserve for doubtful accounts.................... 20,000.00 330,000.00 
Inventories: 
Fixed assets 
Reserve for 
Cost Depreciation 
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Current liabilities 
‘ing Batimated Federal income 50,000.00 $ 370,000.00 
of Mortgage payable, maturing $50,000.00 each year......... 250,000.00 
Capital stock and surplus 
om Capital stock, par value $100.00 per share—50,000 shares authorized of which 
37,400 are outstanding, 2,600 shares are held i in the treasury and 10,000 
$4 ,000 ,000 .00 
Earned surplus: 
Balance, December 31, 1936..........%.............. $ 338,700.00 
lea Net profit for the year ended December 31, 1937....... 250, 500.00 
eral $ 589,200.00 
t at $4,490 ,000 .00 
t to Less cost of 2,600 shares of treasury stock. 220,000.00 4,270,000.00 
0.00 
Xenia Manufacturing Company 
0.00 Statement of Profit and Loss 
00.00 January 1, 1937 to December 31, 1937 
00.00 Less selling and administrative expenses 900 ,000 .00 
00.00 
00.00 Less other expenses: 
$ 120,500.00 
COMMENTS is, accordingly, removed from the invest- 
(1) In this problem the company re- ment account. On the balance sheet, the 
sorted to the old practice of keeping the treasury stock is shown as a deduction 
000.00 cash records open after the close of the from the sum of the capital stock, paid-in 
fiscal year for the purpose of bolstering the surplus and earned surplus. 
current position. Examiners should have (3) The item in the profit-and-loss 
no pity on a candidate who failed to deal statement called “other income”’ is evi- 
properly with this situation. dently a dividend on treasury stock ac- 
No adjustment was made for the ven- quired in 1932. The dividend paid was 
dors’ invoices entered in January for goods _ eight dollars a share on 40,000 shares when 
000.00 and services delivered in December. This only 37,400 shares were outstanding. The 
000.00 transaction was properly entered under a_ dividend on the difference, 2,600 shares 
000.00 December date. of treasury stock, was improperly treated 
(2) Treasury stock is not an asset and as income. 
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Solution to Problem 3— 


American Investment Trust 
Statement of Earned and Capital Surplus 
January 1, 1932 to December 31, 1934 


Earned Surplus — Surplus Total 
Debit Credit Debi Credit Debit Credit 
Balance, $250,000.00 $100,000.00 $350,000.00 
$200 ,000 .00 $200,000.00 


Surplus resulting from the re- 

duction of assigned value 

of capital stock to $50.00 

Write-down of the cost of in- 

vestment to prices 


at December 31, 1932.... 579,000.00 579,000.00 
Transfer deficit to capital 
$779,000.00 $779,000.00 $529,000.00 $600,000.00 $779,000.00 $850,000.00 
Balance, January 1, 1933... $ 71,000.00 $ 71,000.00 


Excess of assigned value over 
cost of 1,000 shares of capi- 


tal stock retired......... 10,000.00 10,000.00 
Net income for 1933....... $ 40,000.00 40,000.00 
Balance, January 1, 1934... $ 40,000.00 $ 81,000.00 $121,000.00 
Net income, six months 
ended June 30, 1934..... 40,000.00 40,000.00 
Net income, six months 
ended December 31, 1934. 32,000.00 32,000.00 
= paid December 31, 
Ree ae $ 45,000.00 $ 45,000.00 
se of $15.00 per share 
paid on 1,000 shares re- 
tired September 30, 1934. 6,000.00 $ 9,000.00 15,000.00 
$ 51,000.00 $112,000.00 $ 9,000.00 $ 81,000.00 
Balance, December 31, 1934. 61,000.00 72,000.00 133,000.00 
$112,000.00 $112,000.00 $ 81,000.00 $ 81,000.00 $193,000.00 $193,000.00 
American Investment Trust 
Balance Sheet 
December 31, 1934 
Assets 
Marketable securities at the market value on December 31, 1932 (Market value December 31, 
Liabilities 
Capital stock and surplus: 
Capital stock no-par value, authorized 8,000 shares of which 500 shares are held in 
$533,000.00 
Less cost of 500 shares of treasury stock................0eeeeeees Apiwemecs 7,500.00 525,500.00 
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COMMENTS ON PROBLEM 3 


(1) The following quotations are from 
the American Accounting Association’s 
pronouncement ‘‘A Tentative Statement 
of Accounting Principles Underlying Cor- 
porate Financial Statements.” The solu- 
tion of this problem may be found therein. 


Paid-in capital consists of amounts received 
for shares issued: capital stock, paid-in surplus, 
gains from the sale of reacquired shares and from 
the retirement of reacquired shares purchased at 
a discount, and transfers from earned surplus 
to capital-stock account by means of stock 
dividends, recapitalizations, or otherwise. Reduc- 
tions of paid-in capital accounts may arise from 
the redemption of outstanding shares, retirement 
of reacquired shares, or liquidating dividends. 

The cost of reacquired shares of capital stock 
should, if the shares are reissuable, be regarded as 
an unallocated reduction of capital and surplus 
rather than as an asset; if the shares are not re- 
issuable, or if they acquire the status of unissued 
or retired shares, such cost should be charged to 
capital-stock account up to the amount by which 
capital has been formally reduced; any balance 
remaining should be charged to paid-in surplus 
up to an amount not in excess of the prorata por- 
tion of paid-in surplus applicable to the shares; 
any part of the cost which cannot be thus ab- 
sorbed should be charged to earned surplus. 

Earned surplus should be credited or charged 
only with the following: the balance of the income 
account, as periodically reported; distributions to 
stockholders; the excess of the cost over paid-in 
capital of shares purchased for redemption, or of 
reacquired shares retired; and reductions of sur- 
plus reserves, set aside for such purposes as the 
protection of working capital or the coverage of 


Production Units— 
Raw Materials 
Grade A Product 


Grade B Product 


Grade C Product 
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sinking funds. Earned surplus should include no 
credits from transactions in the company’s own 
stock or transfers from paid-in capital or other 
capital account. 

Where by proper corporate action a deficit has 
been absorbed through a reduction of par or 
stated value of capital stock or by transfer to 
paid-in surplus, earned surplus thereafter should 
be so labeled as to indicate that it dates from a 
point of time subsequent to the inception of the 
corporation. 


(2) As in problem 2, the net income for 
1934, as given in the problem, is overstated 
by $3,000.00 by the inclusion therein of a 
dividend on 500 shares of treasury stock. 


COMMENTS ON PROBLEM 4 


The cost of the land divided between 
surface value and underground value is 
not given; consequently, the sale of the 
mineral rights is treated as a reduction of 
the cost of the land. The sale of the junk 
machinery was handled in like manner. 


Solution to Problem 5— 

Since there are no actual costs given for 
the opening inventory of finished goods 
and since the number of units and the 
state of completion of each grade of prod- 
uct in the opening inventory of work in 
process is unknown, the total costs of these 
inventories are included in current costs, 
and average costs of all products manu- 
factured and sold during the year are 
computed. 


11,200 


4,700 
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Direct Labor and Overhead 


Computation of Unit Raw Material Costs— 
Actual Cost 


Raw Materials included in Work in Process Inventory 1/1/37.............. 5,600.00 
Raw Materials included in Finished Goods Inventory 1/1/37............... 8,800.00 
Estimated Cost 
$180,800.00 
Actual material costs are therefore 126.55% of estimated material costs. 
Computation of Unit Labor Costs— 
Labor Inciaded in. Work in Process: 1/1/37 3,050.00 
Computation of Unit Overhead Cost 
$162,600.00 
Unit Cost Finished Product Grade A GradeB GradeC 
$26.548 $24.017 $21.486 
Unit Cost Work in Process Grade A GradeB GradeC 


$19.601 $17.070 $14.539 


Finished Product Inventory 12/31/37 
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Work in Process Inventory 12/31/37 


Cost of Sales 


Summary of Production Costs Incurred 


Summary of Production Costs Absorbed 


Restating Cost of Sales and Inventories at nearest even dollar and absorbing fractional differences 


$515,000.00 


Allegheny Manufacturing Company 
Profit and Loss Statement 
January 1, 1937 to December 31, 1937 


Wet idan for the year ended December 31, 1937.2... ea $ 31,060.00 


Allegheny Manufacturing Company 
Balance Sheet 
December 31, 1937 


Assets 
Current Assets 
Inventories 


lov 


fol 


Pre: 
Fi. 
$ 18,335.50 
Acc 
Caf 
C 
S 
| 


| 38 


| 


Prepaid Expenses 

Fixed assets 
Machinery and fixtures 
Less reserve for depreciation 


Total Assets 


Accounts Payable 


Capital stock and surplus 


Capital stock 
Surplus 


Total Liabilities 


The cost system is defective in the fol- 
lowing particulars: 


(1) 


The estimates are grossly erroneous, 
so far as materials and overhead are 
concerned. They are based on the 
costs of prior years rather than on 
current costs, and as a result ma- 
terial and overhead costs are under- 
estimated. 

An attempt is made to arrive at an 
average cost of three different items 
merely by taking an average of the 
unit costs of each, without consider- 
ing the sales volume of each. As the 
respective sales volume of the three 
items vary widely this average cost 
would be incorrect even if the unit 
costs were correct. 


The budget system is defective in the 
following particulars: 
(1) The selling price is based on the 


average cost referred to above and 
is uniform for all three products. As 
a result the selling price of Grade A 
Product is set too low and the sales 
are therefore disproportionately 
high. This results in a cost of sales 
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,000.00 


much higher than estimated with a 
resulting operating loss for the year. 

(2) Manufacturing expenses must have 
been carelessly budgeted, as the 
amount estimated was grossly in- 
adequate. 

(3) No attempt is made to budget the 
sales volume of each of the three 
products, nor to fix adequate selling 
prices for each. The result of selling 
the three products at the same price 
should have been foreseen. 


COMMENTS 


The method used to calculate the costs 
in the above solution is most undesirable 
and the student is cautioned against its 
use except in those situations where it 
seems to be the only method open. The 
correct cost of sales would be: 


Actual cost of 1,100 units in the opening in- 

ventory of finished goods............. ESA 
Actual cost of 700 units of work in process 

at the beginning of the year.......... 9,700.00 
Actual cost to complete 700 unfinished 

units on hand in the opening inventory. ........ 
Actual cost to completely manufacture 


Cost of 18,400 units sold............... Bes2-6G.55 
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Solution to Problem 6— 
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(5) To adjust the accounts for the sale- 
of fixed assets by the Black Com- 
pany to the Red Company. The fol- 


Depreciation provisions: 
1936-1937... .. 


(6) To eliminate intercompany profit on 
the sales by the White Company to 
the Red Company. 

(7) To eliminate intercompany profit on 
the sales by the Black Company to 
the Red and White companies. 

(8) To adjust the investment in Black 
Company bonds to the par value. 

(9) To adjust the investment in the 
White Company to the cost of the 
stock owned (75% of $1,000,000.00 
or $750,000.00). The account had 
been credited with the following: 


Profit on sale of stock......... $50,000.00 
Profit on bonds redeemed..... . 10,000.00 
$60,000.00 


(10) To adjust the investment in the 
Black Company for the decrease in 
the net worth of the Black Company 
(Book value June 30, 1937, $247,- 
250.00. Book value at acquisition 
$250,000.00). 

(11) To eliminate the investment in the 
Black Company. 

(12) To adjust the investment in the 
White Company for the Top Com- 
pany’s share of the undistributed 
profits since the date of acquisition 
(75% of $10,700.00). 

(13) To eliminate the investment in the 
White Company. 

(14) To adjust the investment in the Red 


lowing schedule shows the assets on 
the original basis and on the basis to 
the Red Company: 


Original Basis Basis to Red Company 


Asset Reserve Asset Reserve 
$75,000.00 $25,000.00 $80,000.00 

5,000.00 $ 8,000.00 

5,000.00 8,000.00 

5,000.00 8,000.00 

$75,000.00 $40,000.00 $80,000.00 $24,000.00 


Company for the decrease in net 
worth since the dates of acquisition: 


Book value of Red 

Company at date 

of first purchase. $120,000.00 
Book value at date 


of balance sheet. 3,000.00 
Decrease......... $117 ,000.00 
60% of $117,000.00............ $70, 200.00 
Book value of Red 

Company at date 


of second purchase$ 95,000.00 
Book value at date 


of balance sheet. 3,000.00 

Decrease......... $ 92,000.00 
20% of 92,000.00.............. 18,400.00 
Total decrease............ $88 , 600.00 


(15) To eliminate the investment in the 
Red Company. 

(16) To eliminate intercompany bond 
holdings. 

(17) To eliminate intercompany accounts. 


COMMENTS 


(1) The loss on the investment in the 
Green Company should have been taken 
prior to the incorporation of the Black 
Company. Adjusting entry 1 was made to 
correct the Black Company accounts in 
the amount of the unamortized portion of 
the “goodwill.” Adjusting entry 2 is re- 
lated to the first adjustment in that the 
purpose of the entry is to correct the Top 
Company’s records for the loss sustained 
on the Green Company. 
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(2) Adjusting entry 5 is made to com- 
pletely eliminate the intercompany profit 
on the sale of fixed assets and to restate the 
asset and the reserve to the basis in the 
hands of the seller, Black Company. The 
credit of $9,000.00 to the surplus of the 
Red Company is made to correct the 
overstated depreciation charges. To quote 
from the American Accounting Associa- 
tion’s pronouncement ‘‘A Tentative State- 
ment of Principles Underlying Consoli- 
dated Reports”: 


A full elimination of intercompany profits and 
losses necessitates an adjustment of the equities 
of the outside stockholders of the subsidiary that 
has taken the profit or loss. This is justifiable 
because the purpose of the consolidated balance 
sheet is to display both assets and equities in the 
amount at which they would be stated if the 
several legal entities composing the consolidated 
group were reduced to one. Outside stockholders 
are entitled to know what portion of their book 
equities is represented by a “controlled” profit: 
that is, a profit that has not yet been realized 
through a sale to the public. 


(3) The quotation given above applies 
with equal force to the intercompany 
profits in the inventories. On a consoli- 
dated balance sheet the minority interest 
in the White Company should be shown 
as follows: 

Capital steck..........-. $200 ,000 .00 
Surplus...... $28 , 500.00 
Less unrealized 


profits on inter- 


company sales 825.00 27,675.00 $227,675.00 


(4) On the face of the balance sheet of 
the Red Company it appears that the 
company is insolvent to the extent of 
$6,000.00. However, when the adjustment 
for overstated depreciation is made the 
deficit is reduced to $97,000.00. On this 
basis the minority shareholders have an 
interest in the company equal to 20% of 
$3,000.00 or $600.00. On a consolidated 
balance sheet the minority interest should 
be shown as follows: 
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Less intercompany 
loss on fixed assets 
purchased 
Black Company. . 


from 
1,800.00 19,400.00 $600.00 


(5) It will be noted that in the consoli- 
dation of the accounts of the Red Com- 
pany there arises a consolidation surplus 
of $11,000.00. If the Red Company is 
liquidated at a later date and the assets 
bring their face values, this $11,000.00 
may become a surplus credit. Until such 
time, this item should not be combined 
with earned surplus but should be carried 
in a separate account on the consolidated 
balance sheet. 

(6) Adjusting entry 8 is explained in the 
Association’s ‘‘Tentative Statement of 
Principles Underlying Consolidated Re- 
ports”: 

Any premium or discount at the date of ac- 
quisition arising from the difference between the 
investment cost and the accumulated obligation 
on the books of the issuer (i.e., face amount less 
any unamortized discount, plus any accrued 
premium to be paid on retirement) should be 
combined with the consolidation excess or surplus 
arising from the subsidiary affected; any dif- 
ferences from acquisitions thereafter should be 
regarded as current gains or losses. 


(7) Adjusting entries 10, 12 and 14 were 
made to pick up on the working papers the 
increases and decreases in the net worth 
accounts of the subsidiaries. Let it be 
clearly understood that this procedure is 
merely a working paper technique and is 
not intended as a recommendation that 
these entries be placed on the books of the 
Top Company. 

(7) In this connection, it will be well to 
again quote from “‘A Tentative Statement 
of Principles Underlying Consolidated 
Reports.” 

Accountants differ on the question of accruing 
on the books of the controlling company the an- 
nual profit or loss from the operation of each 


subsidiary. Some prefer to follow the conservative 
practice of adjusting for operating losses but not 
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for profits, or for operating losses in excess of 
operating profits since the date of acquisition, the 
adjustment taking the form of a valuation reserve 
against the investment. This practice is un- 
objectionable if the addition to the reserve is a 
reasonable increase in the expected loss from 
realization. But in general there is little support 
for the practice, occasionally encountered, of ad- 
justing the earned surplus of the controlling 
company so that it will always be in agreement 
with consolidated earned surplus; such procedure 
unnecessarily confuses books of account and 
unconsolidated financial statements prepared 
from them. 


GENERAL COMMENTS 


The successful kindergarten teacher 
will always have on hand a large supply of 
material which is often referred to as 
“busy-work,” and not the least of the 
many uses it serves is to occupy the chil- 
dren’s time and keep them out of mis- 
chief. Altogether too often “busy-work” 
creeps into C.P.A. examinations with the 
result that the purpose of the examination, 
to test the examinee’s fitness, is, to a re- 
markable degree, defeated. 

In the May, 1938 examination, Part I, the 
problems and solutions of which were pub- 
lished in the June issue of the ACCOUNTING 
REVIEW, was largely “busy-work.” Prob- 
lems 1, 2 and 3 were of such an elementary 
character that little or no credit should be 
given to a candidate for their successful 
solution. Problem 4 was a long problem 
which carried a weight of 60 points and 
which, presumably, was intended to test 
the examinee’s knowledge of governmental 
accounting. If the presumption is correct 


the problem was a failure for its only value 
was to test the examinee’s ability to follow 
instructions carefully. 

Part II of this examination, the prob- 
lems and solutions of which are given 
above, was a great improvement over 
Part I, for this section of the examination 
contains some interesting and worth- 
while material. 

Problem 1 is a short problem on foreign 
exchange which contains a few good 
points. Problem 3, while not a difficult 
problem, is, nevertheless, a good short 
problem which should bring out some of 
the examinee’s ideas on paid-in surplus, 
earned surplus, and reacquired stock. 
Problem 6 is an excellent problem and by 
all odds the best problem of the entire 
examination. This problem contains many 
fine points and is well worth the attention 
of any prospective candidate. Problems 
2 and 5 are not difficult and contain com- 
paratively few points of interest. Problem 
4 is “busy-work.” 

A suggested time schedule for Part II 
is given below: 


Problem Required time in minutes 


45 
75 
45 
40 
60 
90 


Total— 355 


WN 


The following problem was presented 
by the Ohio State Board of Account- 
ancy in its examination held on May 26, 
1938: 

The Monounit Manufacturing Com- 
pany produces and sells one product, the 
monounit. 

From the following trial balance at 
December 31, 1937, after necessary ad- 
justments, you are to prepare: 

Balance Sheet 


Statement of Profit and Loss at Stand- 
ard, Showing Variances From Stand- 
ard, Disregard Income Tax. 

Statement Indicating Possible Causes 
For Each Variance From Standard 
(Material and labor price variances 
to be calculated at time charges are 
made for these transactions). 

Journal Entries in Pencil to Open Cost 

Ledger at Beginning of Year and to 

Record Transactions for the Year. 
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First National Bank................ $ 77,850.00 
Accounts receivable................. 175,150.00 
Inventories, Jan. 1, 1937............ 210,050.00 
1,750.00 
Bond discount.......... 11,000.00 
145 ,000.00 
Buildings (50 year life).............. 500 ,000 .00 
Machinery and equipment (15 year life) 225 ,000.00 
Office equipment (20 year life)....... 20,000.00 
Delivery equipment (4 year life)...... 15,600.00 

Patents on mfg. process 
Granted 1/1/37 cost... ............ 17,000.00 
Manufacturing expenses............. 142,500.00 
346, 100.00 
Administrative expenses............. 104,200.00 
-00 


$2,367, 200.00 


The company operates a standard cost 
system, the cost per unit for 1937 was set 
on an estimated production of 480 units as 
follows: 


Raw material—20 pounds @ $25......... $ 500.00 
Direct labor—400 hours @ 60¢.......... 240.00 
Manufacturing expenses—i00 machine 


The inventories at the beginning of the 
year were stated at actual quantities, and 
priced at standard as follows: 


For the purposes of this problem, the 
valuation of inventories at the end of the 
year should be consistent with the practice 
established by the company, but it will 
be unnecessary to reconcile standard units 
of production in all cases with standard 
material and labor charges started into 
production. 

An analysis of the purchases showed 
that 7,000 pounds were bought at $26 and 
2,000 pounds at $27. The direct labor pay- 
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Accounts payable............... 150,700.00 
3,000.00 
4,000.00 
First mortgage 5% bonds........ 90,000 .00 
Allowance for depreciation....... 74,800.00 
Allowance for bad debts......... 20,000 .00 
800 ,000.00 
Sales—510 monounits.......... 1,020,000.00 
$2,367 ,200.00 


roll showed that 180,000 hours were 
worked at 55¢ and 20,000 hours at 65¢. 
No provision for depreciation had been 
made on the books for 1937. 

An analysis of the cost records indi- 
cated the following: 


Standard Actual 
Material put into process. 10,875 lbs. 11,000 lbs. 
Direct labor for production 201,600 hrs. 200,000 hrs. 
Machine hours for produc- 
Units completed—495 
Selling expenses based on 
30% $346, 100.00 
Administrative expenses 
based on net sales..... 15% 104, 200.00 
Raw Work In Finished 
Total Material Process Goods 


$150,000.00 $87,500.00 $37,500.00 $25,000.00 


24,000.00 12,000.00 12,000.00 
36,050.00 18,550.00 17,500.00 
$210,050.00 $87,500.00 $68,050.00 $54,500.00 


The $100,000.00 first mortgage 5% 
serial bonds were sold January 1, 1937, 
for $89,000.00. The bonds mature at the 
rate of $10,000.00 each year, payable on 
December 31. Prepare a schedule of 
amortization using the bonds outstanding 
method. The portion of discount to be 
charged off for 1937, had not been entered 
at December 31, 1937. 
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Solution— 
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Inve 
JOURNAL ENTRIES 
1 
54,500.00 
To open cost ledger, January 1, 1937 
Noté 
To record raw material purchases 
3 Inve 
$236,000.00 
Standard cost, 9,000 Ibs. @ 225,000.00 
Sale 
4 Cost 
Materials issued for production D 
Actual amount, 11,000 Ibs. @ $275,000.00 D 
Standard amount, 10,875 Ibs. @ $25....................04. 271,875.00 M 
Quantity variance $ 3,125.00 
Si 
Si 
To record cost of direct labor 
Adn 
6 Si 
To charge work in process with Direct labor costs A 
Standard cost 200,000 Tire, $120,000.00 
Actual cost: 180,000 hrs. @ $.55............... $99 ,000 .00 
20,000 hrs. @ $.65............... 13,000.00 112,000.00 
Standard time, 201,600 hrs. @ $120,960.00 Inv 
Actual time, 200,000 hrs. @ 120,000.00 
Efficiency variance 1,600 hrs. @ $ 960.00 
Ma 
7 Dir 
To record manufacturing expenses as follows: 
Depreciation, machinery & equipment...................... 15,000.00 V 
$168 ,500.00 


).00 


0.00 
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8 


To charge work in process inventory with Manufacturing expense: 


Standard cost, 49,500 machine hours @ $3.50............... $173,250.00 


Note: The manufacturing expense variance should be shown under two captions, volume variance and efficiency 
variance. A complete budget will forecast the manufacturing expenses at various levels of production. In the 


problem we have only one forecast based on an estimated production of 480 units. For this reason it is possible 
to show only the total variance. 


9 
594 units completed @ $1,090.00 each 
10 


510 units sold at a cost of $1,090.00 each. 


Monounit Manufacturing Company 
Profit and Loss Statement 
Year Ended December 31, 1937 


Cost of sales (schedule I)— 

510 monounits @ $1,090.00 (standard $555,900.00 

Selling expenses (schedule II) 

Administrative expenses (schedule III) 

Financial expenses 

Amortization of bond discount (schedule 2,000.00 7,000.00 

* Deductions. 

Cost of Sales—Schedule I 

Inventories, January 1, 1937 

$ 726,550.00 

Inventories, December 31, 1937 
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Selling Expenses—Schedule II 


Administrative Expenses—Schedule III 
4 mortization of Bond Discount—Schedule IV 
Bonds Discount 
Year Outstanding Amortized 
$550,000.00 $11,000.00 
Monounit Manufacturing Company 
Balance Sheet 
December 31, 1937 
Assets 
Current Assets 
Accounts and notes receivable 
Inventories at standard cost 
Fixed Assets 
Machinery and equipment 225 ,000.00 
Office equipment. . 20,000.00 $760,600.00 
$1, 244,885.00 
Liabilities 
Current Liabilities 
Fixed Liabilities 
First mortgage, 5% serial bonds payable $10,000.00 per year on December 31st $ 90,000.00 
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Capital Stock and Surplus 
Profit, 1937 


Computation of Inventory of Wo 


Inventory, December 31, 1937. 


Computation of Inventory of Fi 


Units 
Inventory, January 1, 1937.................. 50 

545 
Inventory, December 31, 1937............... 35 
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$800 ,000.00 
$ 84,700.00 
1,485.00 86,185.00 886,185.00 
$1,244,885.00 
rk in Process, December 31, 1937 
Raw irect Manufacturing Total 


Material Labor Expense 
$ 37,500.00 $ 12,000.00 $ 18,550.00 $ 68,050.00 


271,875.00 120,960.00 173,250.00 566,085.00 
$309,375.00 $132,960.00 $191,800.00 $634,135.00 
247,500.00 118,800.00 173,250.00 539,550.00 


$ 61,875.00 $ 14,160.00 $ 18,550.00 $ 94,585.00 


nished Goods, December 31, 1937 
Raw Direct Manufacturing Total 
Material Labor Expense 
$ 25,000.00 $ 12,000.00 $ 17,500.00 $ 54,500.00 
247,500.00 118,800.00 173,250.00 539,550.00 


$272,500.00 $130,800.00 $190,750.00 $594,050.00 
255,000.00 122,400.00 178,500.00 555,900.00 


$ 17,500.00 $ 8,400.00 $ 12,250.00 $ 38,150.00 


Summary of Inventories, December 31, 1937 


Raw Work in Finished 


Material Process Goods Total 
$ 37,500.00 $ 61,875.00 $ 17,500.00 $116,875.00 
14,160.00 8,400.00 22,560.00 
18,550.00 12,250.00 30,800.00 


$ 37,500.00 $ 94,585.00 $ 38,150.00 $170,235.00 


Note: The value of the raw material included in work in process is not a multiple of the material cost of a single 


unit. Note, however, the terms of the problem that 


“it will be unnecessary to reconcile standard units of pro- 


duction in all cases with standard material and labor charges started into production.” 


POSSIBLE CAUSES OF VARIANCES 
FROM STANDARDS 
(1) Raw-material-cost variance 
(a) Incorrect forecast of raw ma- 
terial costs at the beginning of 
the year (no raw materials were 
purchased at the standard cost) 
(b) Advance in raw material prices 
during the year (7,000 lbs. were 
bought at $26 and 2,000 Ibs. at 
$27 per lb.) 
(2) Raw-material-quantity variance 
(a) Incorrect forecast of quantities 
of raw materials required 


through failure to take normal 
waste and spoilage into account. 


The variance is too small to 
indicate an error in the standard 
quantity 
(b) Wasteful use of raw materials 
(c) Abnormal spoilage 
(3) Direct-labor-cost variance 
(a) Employment of workers at less 
than standard rates 
(b) A cut in wage rates after stand- 
ard rates were set 
(4) Direct-labor-efficiency variance 
(a) The employment of workmen 
of greater skill 
(b) Workmen became more efficient 
through experience 
(5) Manufacturing-expense variance 


319 
| 
| 
4 
00 
5 
0 
| 


The Accounting Review 


(a) The spreading of fixed expenses expense not provided for in the 
over a larger volume of produc- budget 
tion than budgeted (7) Administrative-expense variance 
(b) A slight overestimate of some (a) A gross overestimate of ad- 
items of manufacturing expense ministrative expenses 
(6) Selling-expense variance (b) The elimination or reduction of 
(a) A gross underestimate of selling certain items of administrative 
expenses expense after the budget was 
(b) The incurring of items of selling prepared 
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BOOK REVIEWS 


Operating Results of Department and Speciality Stores in 
1937. Carl N. Schmalz. (Boston: Harvard Uni- 
versity, Bureau of Business Research, 1938, pp. 
vi, 34. $2.50.) 


This is the eighteenth annual report on margins, 
expenses, profits, and other operating results of depart- 
ment and specialty stores by the Bureau of Business Re- 
search of the Harvard Graduate School of Business 
Administration. Like its predecessors the bulletin is 
based on some 450 stores scattered throughout the 
United States, and the results are presented largely in 
tabular form. Of particular value are the many com- 
parisons of annual operating results extending from 
1929 through 1937. These comparisons bring out 
clearly the higher operating expense and higher gross 
margin of department and specialty stores at the pres- 
ent time. Net profits and net gain, however, show no 
particular improvement except in comparison with the 
low years of the depression. 

The operating results for 1937 are noted in the bul- 
letin as follows: 

“1. Dollar sales about 4% larger than in 1936, with 
‘real’ or physical sales about the same as in 1936. 

“2. Percentage margins as a rule were slightly 
smaller than in 1936, the small adverse change repre- 
senting no shift in the high level of margin rates which 
has prevailed since 1933. 

“3. Percentages of total expense higher than in 1936 
by about 0.8% of sales, an amount equivalent to more 
than half the average percentage of net profit in 1936. 

“4, Sharply lower percentage of net profit and net 
gain to sales.” 

These changes are explained as resulting from three 
sets of influences: 

1. The cyclical changes in general business activity 
and in retail sales; 

2. The heavier tax burden; and 

3. The higher labor costs, payroll taxes aside. 

New material introduced for the first time is a de- 
tailed analysis of the operating conditions affecting re- 
turns and a section on current problems and outlook. It 
has been accepted by many that a close, direct relation- 
ship exists between the number of credit transactions 
and returns; also between customer returns and size of 
stores granting credit. The author reports in this bulle- 
tin that a closer relationship is found between the per- 
centage of returns and the percentage of transactions 
delivered. 

The section on current problems and outlook in- 
cludes the following statements which were written in 
April or May. These should be of interest to the reader 
at the present time. 

“1. The movement of retail prices lately suggests 
that they may be finding a bottom; 

“2. If prices hold firm or turn up, dollar sales may 
_ the corner before ‘real’ sales do, as was the case in 

“3. The ratio of stock to sales should not be allowed 
to rise more than about 10% from present levels, unless 
conditions take a very serious turn for the worse; 


“4, It is doubtful now whether inventories should 
be expanded in anticipation of a large fall or Christmas 
business; 

“5. If executives clearly need to expand, modernize, 
or rearrange their plants, it may be that the strategic 
time for placing orders has not arrived; but, since the 
proper time for doing so may appear on short notice, 
executives should proceed at once with the making of 
plans which can be filed away until needed.” 

A comparison not made in the bulletin which is of 
particular interest to the reviewer is one between com- 
mon and goal figures. Such a comparison shows that the 
outstanding difference between average and goal opera- 
tions is the size of total expense. In other words, not 
higher gross margin but lower operating expense is, in 
general, the cause of a higher net profit. It would appear 
that, under current competitive conditions, merchandis- 
ing skill is fairly uniform among the stores but that 
there is a considerable difference in managerial skill. The 
most profitable stores are those with managements who 
are able to keep operating expenses below the common 
level. By far the greatest difference among operators of 
department stores appears, therefore, in general man- 
agement and not in merchandising. Consequently 
greater skill in general management is the key to greater 
profits for most department stores. 

E. H. GavuLt 

University of Michigan 


The Co-operative Banks of Massachusetts. Donald H. 
Davenport. (Boston: Harvard University Bureau 
of Business Research, 1938, pp. x, 53. $1.00.) 


“The Co-operative Banks of Massachusetts,” re- 
vealed in historic, human and statistical records of their 
growth, method of operation, costs of operation, and 
state-wide staunchness through all declines in business 
during more than 60 years, is the subject of Business 
Research Study No. 20, by Donald H. Davenport, 
associate professor of Business Statistics, now published 
for public use by Harvard University Graduate School 
of Business Administration. It is the latest in this in- 
stitution’s series of careful and competent business- 
research monographs which have been issued by its 
Bureau of Business Research under the George F. Baker 
Foundation. 

Professor Davenport calls the codperative banking 
system of this Commonwealth, “one of the most im- 
portant factors in the economic structure of Massachu- 
setts.”” Now he says these codperative banks have come 
to a turning point in their history as units in an inde- 
pendent state system of banking. In this publication he 
points the way ahead for every codperative bank by 
providing a clear-cut pattern of past operations among 
groups of banks to serve each codperative banker as a 
standard with which to compare the operations of his 
own institution. 

Many people, the author thinks, may be surprised to 
learn that, at their 1930 peak, the codperative banks of 
Massachusetts held over half a billion dollars in assets 
and had shareholders equivalent in number to one per- 
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son out of every two families in the Commonwealth. 
In 1930, out of all the owned homes in Massachusetts, 
32% were being financed with loans from these banks. 
In 1936 codperative bank assets totalled more in this 
state than all the savings held by national banks, trust 
companies and credit unions combined and were second 
only to savings banks in their importance among all 
types of savings institutions. 

Enriched with 27 statistical tables and 4 charts, Pro- 
fessor Davenport’s report covers six main sections. He 
reports on the manner in which a codperative bank 
operates and summarizes the history of the codperative 
banking movement from 1877 to its ‘Second Trial of 
Strength in Depression” in the current 1930’s. Then he 
discusses the lessons to be learned from his studies of 
codperative bank operations, the changing character- 
istics by which these banks have kept pace with chang- 
ing conditions and requirements of public demand and 
the current problems with which they are now faced. It 
will be a valuable textbook, not only for every co- 
operative bank official but for anyone interested in 
thrift and home-finance banking anywhere. 

Because these banks have been so uniquely linked 
with the personal, family and home interests of Massa- 
chusetts people since codperative banks were first au- 
thorized by state law to promote systematic saving 
and home ownership out of earned income, there are 
elements of genuine drama between the lines in the 
story of the struggle these banks faced after their 
“Golden Age” of the 20’s—how they were every one 
permitted to re-open immediately after the memorable 
“Banking Holiday” in 1933 and came through to date 
without loss of a penny, in principal or interest, to any 
shareholder. 

Basing his suggestions on the behavior of institutions 
which have shown superior operating results, Professor 
Davenport pleads for a return to first principles in the 
promotion of systematic saving and home finance, in 
economical operation, in continuing adjustment to 
popular shareholder needs. He has produced a compe- 
tent work of research alive with human and historic 
values, all of which gains mightily in importance and 
immediate usefulness through timeliness of publication. 

H. LyMAn ARMES 

Advertising Management, Inc. 


Prosperity and Depression. Gottfried von Haberler. 
(New York: Columbia University Press, 1937, pp. 
xv, 363. $2.00.) 


In the preface Mr. Loveday points out that this vol- 
ume is written, “ . . . not with a view to the elaboration 
of a new and complete theory of the cycle, but with the 
object of analyzing and sifting (if necessary, supple- 
menting) the theories which already exist and sub- 
jecting those theories to the test of fact.” The present 
volume does not, however, cover the whole ground, but 
only the analysis and sifting process. Another volume 
is to subject the theories to the test of fact. 

Part I, “Systematic Analysis of the Theories of the 
Business Cycle,” includes seven chapters. The method 
employed presents the theories in a systematic order, 
beginning with the less complicated and proceeding to 


The Accounting Review 


the more complicated. In addition, preference has been 
given to the more recent and more accessible works, 
Dr. Haberler then proceeds to analyze “The Purely 
Monetary Theory” of the cycle, which, he thinks, has 
been most fully and most uncompromisingly set out 
by Hawtrey. It is concluded that Hawtrey has demon- 
strated and analyzed the cumulative nature of the 
process of expansion and contraction, although his prop- 
ositions are largely taken over from Marshall and the 
Cambridge tradition. Dr. Haberler cannot accept the 
view that the reason for the breakdown of a boom is 
always monetary. 

“The Over-investment Theories” come next, with 
three subdivisions, namely, the Monetary, those which 
stress the influence of inventions, discoveries, etc., and 
changes in the production of consumers’ goods. In con- 
nection with the first group the writings of Hayek, 
Machlup, Mises, Robbins, Ropke and Strigl are ex- 
amined. Dr. Haberler concludes that the monetary 
theory of over-investment is not in al] respects complete 
and that its claim to exclusive validity is open to doubt. 
He then passes to Spiethoff and Cassel as representa- 
tive of the ““Non-monetary Over-investment Theories.” 
These writers maintain that the cycle is characterized 
by changes in the production of capital goods, espe- 
cially of fixed capital equipment. Their most valuable 
contribution is their explanation of the breakdown of 
the boom, but Dr. Haberler does not find Spiethofi’s 
explanation very different from that of the monetary 
over-investment school (p. 73). In considering over- 
investment from changes in demand for finished goods, 
Aftalion, Bickerdike, Bouniatian, Carver and Marco 
Fanno are mentioned in connection with acceleration 
principle and J. M. Clark, Kuznets, and Pigou are re- 
ferred to as having first expounded it most fully, while 
Harrod, Mitchell, Robertson and Spiethoff have incor- 
porated it onto their writings as a contributory factor. 
For purposes of analysis Dr. Haberler considers durable 
producers’ goods, durable and semi-durable consump- 
tion goods and commodity stocks. The principle of ac- 
celeration is accepted subject to carefully stated qualifi- 
cations. 

The analysis then passes to ‘Changes in Cost, Hori- 
zontal Maladjustments and Over-indebtedness as 
Causes of Crises and Depressions.’’ In these connections 
the contributions of W. C. Mitchell and Fisher are 
mentioned briefly. It is remarked that “.. . over- 
investment, rather than over-indebtedness, is the pri- 
mary cause of the breakdown.” Chapter 5 is devoted to 
“Under-consumption Theories.’”’ It is regarded as a 
theory of crises and depressions rather than a theory of 
the cycle. Moreover, “‘ . . . under-consumption is not 3 
clear-cut, well-established concept, but covers a great 
variety of phenomena.” It is admitted that ‘The ac- 
tivity of saving may conceivably exert an adverse influ- 
ence on the economic situation . . . .”” but it is Haber- 
ler’s opinion that the criticisms of Foster and Catchings 
by Durbin, Hansen, Hayek, Robertson and others have 
at least shown that an equilibrium position is possible, 
in spite of a high rate of saving, with full employment 
of the factors of production. Each of the more signifi- 
cant types of the under-consumption theory is sub- 
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jected to brief but penetrating analysis so that the 
reader is left with the residuum of truth that can be 
extracted from them. 

“Psychological Theories” are next considered. Since 
the subject-matter of economic science is human be- 
havior, the psychology of human behavior is, therefore, 
a constituent part of the subject-matter of economics. 
Most writers on the cycle give psychology a certain 
weight, but some give it a preeminent position; among 
these are Keynes, Lavington, Pigou and Taussig. Dr. 
Haberler is disposed to feel that “.. . the reaction of 
investment to a change in the determinant objective 
economic factors . . . is likely to be stronger than the 
analysis of the purely ‘economic’ theories would at 
first sight suggest.” He thus suggests that some weight 
be given to the purely psychological approach. ‘Har- 
vest Theories. Agriculture and the Business Cycle” is 
the subject of Chapter 7. Dr. Haberler holds that 
“There can be no ‘agriculture theory’ of the cycle in the 
sense of an alternative to, say, the monetary theory or 
the over-investment theory any more than there can be 
an ‘inventory theory’ or an ‘earthquake theory.’ ” 

Part II deals with “Synthetic Exposition Relating 
to the Nature and Causes of Business Cycles.” Here 
the discussion turns to a positive explanation of the 
fluctuations of the volume of production, the national 
income and the level of employment (p. 167). In this 
section the author observes “‘. . . that a higher national 
income in terms of goods always appears as higher 
money income...” is a highly significant fact the 
explanation of which is likely to throw light upon the 
business cycle. It enters into his analysis at various 
points in a significant way. Thus, he states, that “... 
the supply of investible funds from dishoarding, credit 
expansion, etc., even where they are not completely 
elastic, is probably always to some degree sensitive to 
the price of borrowing . . . ”. There is also a good dis- 
cussion of the monetary causes of the contraction proc- 
ess especially where he answers the question—‘‘At 
what point does the money leak out of the circulation?” 
(p. 229). 

“The Turning-Points. Crisis and Revival”? Chapter 
10, is the subject of a rather full discussion. Of particu- 
lar interest is the analysis of the forces that initiate the 
upturn with a modified conclusion that a continued 
fall of money wages when unemployment is general will 
bring contraction to an end (p. 199). There follows 
Chapter 11, “International Aspects of Business Cycles.” 
The analysis relates primarily to the “ . . . temporary 
fluctuations in capital movements, not with ultimate 
effects . . . ”. It is concluded that, under free exchanges, 
capital imports and, under an international standard, 
capital exports are likely to have a deflationary influ- 
ence. 

Dr. Haberler’s analysis of “Prosperity and Depres- 
sion” is of great value to all students of economics be- 
cause it succeeds in successfully achieving its object of 
““... analyzing and sifting (if necessary, supplement- 
ing) the theories which already exist...” and it was 
just this sort of publication that has been and is 
needed. Moreover, the task has been accomplished with 
great skill considering the difficulties involved, for the 


style is clear and at the same time as penetrating as 
possible when allowance is made for the range of litera- 
ture included in the analysis. The reader is left with a 
definite impression as to what theory has accomplished 
even though he may be disappointed because the re- 
sults are not more satisfying. 
E. A. KIncaip 
University of Virginia 


International Short-Term Capital Movements. Charles 
P. Kindleberger. (New York: Columbia University 
Press, 1937, pp. xi, 262. $3.00.) 


The basic principles of this volume are (i) “ . . . that 
short-term capital in the balance of payments and in a 
national banking system should be regarded as equiva- 
lent to gold... , and (ii) that equilibrium in the for- 
eign exchange market and in the balance of payments 
can be said to obtain when at a given rate of exchange 
the balance of payments exerts neither an inflationary 
nor a deflationary force on the national money income 
—and these principles are believed to have a wide valid- 
ity and to be of use in the present gold dilemma.” In 
the development of these the author has written four- 
teen chapters arranged in four parts. There is an abun- 
dance of critical comment, documentation and a good 
bibliography. 

Part I discusses “The Foreign Exchanges and the 
National Money Income.” International short-term 
capital movements are first classified. It is then shown 
that there “‘.. . is a presumption that an inflationary 
effect will be produced when net short-term foreign 
assets increase (or liabilities decrease) and that a defla- 
tionary effect will follow if net short-term foreign 
liabilities increase (or assets decrease).’? The author 
then takes up the “Interest Rate and Money Supply” 
and presents four summary statements of the effects 
of the money supply and inflation, “‘. . . when specu- 
lative and income capital movements and the interest 
rate are removed from the seclusion of ceteris paribus.” 

The discussion then passes to Part II, ‘““The Transfer 
Mechanism.” Here he considers transfer under the 
paper standard with fixed exchanges and it is concluded 
that “The fixed exchange standard, operating solely 
by means of international short-term capital move- 
ments, is fully capable of bringing about the real trans- 
fer of goods and services necessitated by the money 
loan.” The author thinks that a plausible argument can 
be advanced in support of the proposition that the 
fixed exchange standard is cheaper than and as effective 
as the gold standard in maintaining exchange stability. 
The role of short-term funds in the transfer mechanism 
under the gold and paper standards is next taken up, 
and the discussion of the transfer problem as a whole 
is concluded with the statement that ‘‘Because of their 
tendency to promote deflation and inflation in the bor- 
rowing and lending countries on short-term account, 
respectively, short-term capital movements deserve to 
be classified with gold movements as a means of inter- 
national adjustment.” 

Part III considers the sources of movements of 
short-term funds. Here equilibrium is defined as (a) the 
rate of exchange at which the balance of payments is 
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maintained “in balance” without the domestic economy 
tending to alter the rate of exchange or vice versa and, 
in terms of the exchange market, as the absence of 
movements of gold plus short-term capital. But the 
two conceptions are interrelated. ‘Undervaluation, 
Overvaluation, and International Short-term Funds’”’ is 
the subject of chapter VIII. An excellent discussion 
leads to the conclusion that ““When moderate changes in 
international demand, in costs of transfer, in real costs 
of production or in capital movements at long term 
bring about a deviation from equilibrium, the under 
and over-valuation is an important part of the process 
of reestablishing equilibrium.” 

“Cyclical Movements and Short-Term Funds” are 
next considered. Here there is a reference to “periodic” 
fluctuations of the business cycle, which appears to be 
erroneous. Here also it is pointed out that the standard 
expectations as to the adjustment of the balance of 
trade, as set forth by Hawtrey, do not conform to the 
facts as presented by Beach. The author holds that, 
«|. . while Beach’s data do not prove the thesis that 
short-term capital movements, responding to changes in 
the rate of interest, contravert the classical analysis, 
yet none of his findings disprove this hypothesis” 
(p. 139). This chapter contains much critical material 
of the views of yet other authorities, but its chief sig- 
nificance is found in the acceptance of Beach’s findings 
that, in prosperity gold flowed into England; in depres- 
sion it flowed out, instead of the opposite as maintained 
by Hawtrey, and that this contradiction of classical 
expectations was due to “. . . the movement of short- 
term capital” (p. 153). 

The author then takes up “Abnormal Capital Move- 
ments, Credit Policy and the Balance of Payments, 
The Theory of the Forward Exchanges, The Stabiliza- 
tion Fund Technique and International Monetary In- 
terdependence.’”’ As for credit policy it is held that 
‘“« |. . keeping the money supply stable will not succeed 
in isolating the country concerned from the influence 
of foreign disturbances.”’ Moreover, if “... the gold 
standard be put forward seriously today as a proposal 
for international agreement, . . . glaring defects would 
first need correction.”” The monetary economist has 
yet to work out a credit policy whereby internal fric- 
tions may be eliminated without adding to external 
frictions. The discussion of forward exchanges is too 
condensed and can be grasped only after much labor, 
but the analysis of stabilization funds is most helpful. 
Here the author swings back to his main thesis, for he 
holds that the simplest rule for offsetting gold move- 
ments is that of “... offsetting those which are 
brought about by equivalent movement of short-term 
capital, that is, to consider gold and short-term capital 
together, and to take no monetary steps in response to 
a@ movement in either one when the sum total of both 
is zero.” Finally, in considering international interde- 
pendence, it is concluded that “... perhaps the time 
has come to rewrite the theory of international trade in 
terms of the national money income.” 

This volume has much to commend. The author 
shows considerable ability to grapple with the intricate 
problems of this type of analysis and his powers of 


exposition are generally satisfying. The chief value of 
the work is to be found in the demonstration that no 
monetary and credit policy can be carried out in any 
country which totally ignores the ramifications of inter- 
national economic forces. ““When we live in a world in 
which the national money income of a country can 
vary from $81,000,000,000 in one year to $38,000,000,- 
000 four years later, and to $60,000,000,000 in another 
four years,...” It is time for the international trade 
economist “...to orient his thinking in terms of 
monetary, as well as real, factors.” 
E. A. Kincaip 
University of Virginia 


Money and Banking 1937-38. (2 volumes.) Volume I— 
Monetary Review, and Volume II—Commercial and 
Central Banks. (New York: Columbia University 
Press Acting Agent for League of Nations Publica- 
tions. 1938. Vol. I, pp. 165. $1.25; Vol. II, pp. 264. 
$1.50.) 


The principal facts regarding money, foreign ex- 
change rates, central banking and commercial bank- 
ing for forty-nine countries are presented in these two 
volumes. In most cases, comparative figures are given 
from 1929 to February 1938. In addition to the statis- 
tics, an account of government policies and legislation 
is given. This detail, country by country, comprises the 
content of volume IT. . 

Volume I contains 105 pages of text summarizing the 
monetary changes of 1937. This review is supplemented 
by eighteen tables giving comparative data for the vari- 
ous countries arranged according to subject matter. 
Thus, the two volumes present a wealth of information 
useful for many purposes. 

The review in Volume I is of most general interest. 
It is divided into five analytical studies on gold and ex- 
changes, banking policy and Government finance, the 
supply of money, the status of Central Banks and com- 
mercial banking legislation. 

Two important facts stand out in Chapter I. The 
first is that gold production and monetary gold reserves 
have increased tremendously since 1929. Due to cur- 
rency depreciation in gold mining countries, the price 
received by producers in 1937 was about 76% higher 
than in 1929. Asa result, production in 1937 was 115% 
above that in 1929 outside of the U.S.S.R. and South 
Africa. In the latter country production was only 13% 
above the 1929 output due to taxation and the policy 
of the mining companies of concentrating on low grade 
ores. Monetary gold reserves have also increased at a 
rapid rate. Outside of the U.S.S.R. the average annual 
rate of increase was 3.6% from 1929 to 1937, and 5.1% 
from 1934 to 1937. These percentages are measured in 
dollars of constant weight and hence show the increase 
in physical gold. In terms of depreciated currencies, the 
visible gold reserves in 1937 were 140% above 1929 com- 
pared to 41% measured in terms of the old gold dollar. 
The review explains the methods of utilizing the devalu- 
ation profits in the various countries. 

The second important fact brought out by the figures 
in this chapter is that the ‘‘maldistribution”’ of gold has 
become worse since 1929. The percentage of the world 
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monetary gold reserves outside the U.S.S.R. held by the 
United States increased from 40% in 1929 to 55% in 
1937. Six countries (the United States, France, Great 
Britain, Belgium, the Netherlands, Switzerland) held 
87% of the world gold reserves in 1937 compared with 
69% in 1929. Thirteen “‘sterlingarea” countries held a 
constant percentage (6) until 1937 when their share fell 
to 5%. Germany, Italy and Japan together held 14% 
in 1929 and but 2% in 1937. These data throw impor- 
tant light on the difficulties of world trade and finance, 
past and future, while those for gold production and re- 
serves provided an adequate answer to the “‘gold-short- 
age” criticism of the gold standard. 

The chapter also includes a study of gold “steriliza- 
tion” in which it is shown that the amount so withdrawn 
from monetary use by England and the United States 
as of September 1937 was considerably greater than 
world production outside the U.S.S.R. plus receipts 
from that country from the end of 1930 to the end of 
September 1937. 

In the sections of the first chapter dealing with for- 
eign exchange, there are studies of the inflow of capital 
to the United States from 1935 to 1937, the sterling- 
dollar exchange rate, the French franc and recent tend- 
encies in exchange control. 

The second study in the review on banking policy 
and government finance, emphasizes the deflationary 
nature of government finance and banking in the United 
States in the latter half of 1936 and the year 1937. The 
authors specifically point out that the analysis is not to 
be taken to imply that the recession in business was a 
result of these financial developments. Similar studies 
are presented for England, France, Germany and 
Japan. The section on the United Kingdom describes 
the effects of rearmament finance and of short-term 
government borrowing. For Germany there is a descrip- 
tion of the financing of the Four-Year Plan with both 
official and unofficial estimates of total government in- 
debtedness. It is shown that despite consolidation loans, 
rising tax receipts and industrial self-financing, the total 
bill holdings of German banks increased from 4.5 mil- 
liard marks in 1933 to over 12 milliards at the end of 
1937. In Japan, as the analysis shows, the banking sys- 
tem rather than private investors came to bear the 
main burden of the government requirements. As a re- 
sult, prices have risen and in spite of severe exchange 
restrictions and a pervasive control by the State over 
foreign trade, the import surplus has increased from 71 
million yen in 1936 to 608 millions in 1937. 

The third chapter, dealing with the supply of money 
shows changes in notes, coins and bank deposits in vari- 
ous countries since 1929. Charts of money supply and 
other economic phenomena are given for eighteen coun- 
tries. 

In the fourth chapter the changing status of central 
banks is shown. There is a tendency for the functions of 
central banks to be defined in terms of economic stabil- 
ity rather than the maintenance of liquidity and the gold 
standard. In many cases their powers of discount have 
been broadened and their powers of control over the 
money market and commercial banks increased. ‘‘In the 
statutes as drawn up or amended in recent years, the 


State has generally assumed a more important role both 
in respect of ownership and management of central 
banks.’”’ Thus, the policy with regard to the relation be- 
tween the state and the central bank has gone through 
a complete cycle since the pre-war and early post-war 
period. 

The concluding chapter of the review deals with com- 
mercial banking legislation. Many of these provisions 
are familiar to Americans. Definition of a bank, charter- 
ing, requirements for directors and management, limita- 
tions on loans to one borrower, reserves, regulation of 
long-term loans, publication of returns, and supervisory 
bodies have long been a part of legislation in the United 
States. Two recent innovations in American banking 
have not proved popular in other countries. The power 
to raise or lower reserve requirements has been given 
only in New Zealand. This was done in 1936 after the 
Federal Reserve Act had been thus amended. In 
Belgium the Banking Commission has interpreted its 
powers in a wide sense and has reserved the right to 
raise or lower reserve requirements. The policy was also 
recommended by the Australian Royal Banking Com- 
mission in its report of August 27, 1937. The second 
American innovation, deposit insurance, has not been 
adopted by any other country. 

E. DUNKMAN 

The University of Rochester 


Business Organization and Procedure. Elvin F. Donald- 
son. (New York: McGraw-Hill Book Company, Inc., 
1938, pp. x, 579. $4.00.) 


This volume represents a new emphasis on one part 
of this large field of business organization. As the author 
states in the preface, “. . . there exists a need for an ad- 
ditional course dealing, not with the various activities 
of business organizations, but with the business organ- 
izations themselves. It is for such a course that this book 
is written.”’ And the primary purpose of the book is said 
to be “‘. . . to bring before the student the general na- 
ture of the various types of organizations, the duties, 
obligations, powers, and liabilities of members therein, 
and to acquaint him with the organization and pro- 
cedure involved in the formation and operation of the 
business corporation.” 

Much of the material in this book has, of course, been 
stated and discussed before. Much of the material in- 
troducing each important topic is historical in nature 
and here the author has drawn on other writers. In deal- 
ing with such information, the author’s contribution 
has been that of approaching the problems with a com- 
bined economic and legal point of view. 

The work is introduced through a short chapter deal- 
ing with the meaning and evolution of common law. 
Then follow short but adequate treatments of the indi- 
vidual proprietorship, the various types of partnerships, 
the joint stock company, and the Massachusetts Trust. 

Approximately one-half of this volume is devoted to 
problems of incorporation. The approach is largely legal. 
The promotion of a corporation, the sale of securities 
and types of securities, problems of capitalization, taxes, 
corporate names, powers, by-laws and charters, and the 
rights and liabilities of stockholders, officers and direc- 
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tors are discussed. In each case a consideration is given 
to common law and statutory law. The substance of 
many legal decisions is carefully woven into the discus- 
sions of financial and social problems developing out 
of the growth of the corporate form of organization. 

The field of combinations is treated in the last part 
of this volume. This treatment is somewhat more brief 
than that included in other texts of this type but this 
section loses little for that reason. This treatment is a 
well-written, concisely stated summary. 

This volume represents a real contribution to the 
literature in the field of business organization and pro- 
cedure. It is well-written and up-to-date. The usual ar- 
ray of factual material is carefully presented and is, in 
addition, analyzed from the social point of view. The 
material as a whole is interspersed with an excellent 
discussion of the pertinent parts of common and statu- 
tory law. 

F. P. Smita 

The University of Rochester 


The Canadian Banking System. James Holladay. (New 
York: Bankers Publishing Co., 1938, pp. xv, 291. 
$5.00.) 


Following the foreword by Mr. C. M. Short, Econo- 
mist and Assistant Secretary of the Canadian Bank of 
Commerce, the author gives an account of the evolution 
of banking and other financial institutions in Canada 
and explains the plan of his book. The latter evolves in 
the course of eighteen chapters, three appendices and a 
bibliography. There are also numerous charts, forms 
and tables. 

The first chapter explains the currency system, the 
second discusses ‘‘Dominion Notes,” and the third deals 
with “Bank Notes.” In the latter it is remarked that 
“Tt is the cheapness of the notes that enables a bank to 
operate branches in small communities under highly 
competitive conditions.’ Chapter IV, ‘“The Incorpora- 
tion of Banks,” makes it clear that the right to incor- 
porate and regulate banks is given exclusively to the 
Dominion Parliament. Sir Edmund Walker is relied 
upon for the view that “‘. . . Parliament might theoreti- 
cally refuse an application (fora charter); in practice it 
would not do so unless doubt existed as to the bona fide 
character of the proposed institution.” 

“Internal Organization and Management’’ is the 
subject of Chapter V. Among the items of interest in 
this chapter is the discussion of “The Shareholders 
Audit” and its evolution into an effective instrument of 
management. Chapter VI considers ‘“The Bank as a 
Going Concern.” Here are explained the several factors 
that influence the Canadian Banker to keep his re- 
serves near the amount and in substantially the form 
that experience has demonstrated as most effective. In 
the discussion of secondary reserves it is not made clear 
what securities are considered a part of those reserves 
(p. 85). “‘No legal restrictions are imposed as to the kind 
or quantity of investments that the bank can make ex- 
cept that it may not hold shares of its capital or that of 
other banks.” Neither are chartered banks permitted to 
make loans directly on the security of real estate. 
Chapter VII, “Concentration of Banking” brings out 


much of interest, including the fact that ““‘Combinations 
take place generally because a bank finds its profits di- 
minishing or because it is forced to suspend payments 
for some reason,” that consolidation of banks must have 
the approval of the Government and that the concentra- 
tion movement has been aided in a negative way by a 
relatively large number of bank failures (p. 101). It is 
admitted that the establishment of branches has been 
carried to an extreme in many places, “‘...and the 
present movement to close unprofitable ones by nego- 
tiation between banks is to be commended.” 

“Deposits” is the subject of Chapter VIII. Here the 
author confronts a difficulty for turnover is important 
in computing the volume of money work done by de- 
posits. Unfortunately, time deposits are checked upon 
.as a regular practice;...” and the allowance 
that must be made for this is difficult to compute. In 
discussing the reserve of 5% of deposits that must 
be kept by chartered banks in the Bank of Canada the 
author strangely enough fails to explain how Canadian 
banks should have a required reserve so much lower 
than has generally prevailed in the United States. 

“Transfer of Funds” is the subject of Chapter IX 
and “Loan Procedure” of Chapter X. In the latter the 
“‘one-bank policy” is explained by the fact that there 
are so few banks that any departure from the rule on 
the part of a borrower would be quickly detected. It is 
also explained that “‘. . . virtually all applications are 
acted upon by the local manager and district superin- 
tendents,”’ that the local branch manager can never 
hope for permanent success unless he renders satisfac- 
tory service to the community as well as to his bank, 
and that there is no statistical support for the conten- 
tion that branch banking favors certain localities and 
industries to the disadvantage of others (p. 137). Thus, 
*« .. current loans in Canada have averaged around 
70% as against 10% elsewhere.”’ In Chapter XI, “‘Loan 
Restrictions,”’ it is pointed out that “ . . . the bank acts 
from the beginning to the present time contain a direct 
prohibition against loans on the security of mortgages 
on real estate” and the author holds that there is no 
convincing evidence to the effect that the banks try to 
evade the spirit of this legislation. It is also explained 
that ‘the secret lien feature’’ of Sect. 88 was terminated 
by the Act of 1923 which provided for registration of all 
advances under that Section. 

“The Canadian Bankers’ Association; Inter-Bank 
Organization” is the subject of Chapter XII. It appears 
that the Association has lost some of its importance 
since the organization of the Bank of Canada. Thus, it 
once had custody of the central gold reserves, but this 
fund was discontinued when the Bank was organized in 
1935. Chapter XIII, ‘‘Government Supervision,”’ points 
out that bank failures “‘ . . . had almost invariably been 
the result of making a few excessive loans in defiance of 
well-known banking principles. . . . ”’ This situation led 
to legal provision for external bank examinations. Un- 
der the new system it appears that, in practice, ex- 
aminations have been confined to records at the head 
offices (p. 183). 

“The Finance Act” is the subject of Chapter XIV. 
Here it is explained that “‘ . . . the chartered banks con- 
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trolled credit before the war as a by-product of main- 
taining their own solvency.” Liquid securities and bal- 
ances held abroad constituted the elastic element in the 
credit structure. In general conditions were such that 
some sort of rediscount market was needed and the 
Finance Act attempted to meet the situation. This 
chapter is therefore the logical forerunner of the one on 
“The Bank of Canada.” 

Banking in Canada came to be dominated by Treas- 
ury policy during the World War, just as in the United 
States. After the war nationalism became more pro- 
nounced in Canada and there developed an unwilling- 
ness to allow the gold standard to operate as of old. 
Thus public opinion became favorable to a central bank 
and the Bank of Canada was incorporated July 3, 1934. 
Its stock was sold to British subjects only, including 
corporations, but no chartered bank was permitted to 
own its stock. In 1936 the Act was so amended that the 
government may appoint directors who can exercise the 
majority vote. The Exchange Fund Act of July, 1935, 
grew out of the revaluation of the gold holdings of the 
Bank of Canada. The note issue powers of the chartered 
banks will be curtailed gradually so that they will be 
reduced by 75% by the next revision of the Bank Act. 
It is deemed probable that the note circulation privilege 
will be entirely terminated eventually. In this manner 
a place is made for the notes of the Bank of Canada. An 
interesting feature is the limitations placed upon the 
latter with respect to advances to the Dominion govern- 
ment and with respect to long-term securities. The mini- 
mum reserve against notes and deposits is fixed at 25% 
and the reserve deposits of chartered banks are guaran- 
teed by the government. 

The three remaining chapters deal with “Financing 
the Farmer,”’ ‘‘Savings Banks and Similar Institutions” 
and “A Short Comparison of Branch and Unit Banking 
as found in Canada and in the United States.’ In the 
latter, among the interesting points brought out, are the 
opinion of the author that competition among branches 
of Canadian banks appears to be keener than among 
American unit banks, that employees of Canadian 
banks have a professional attitude, that Canadian 
banks have definitely formulated management policies, 
that stockholders feel themselves to be a part of their 
banks, that bank contact with the customer is not so 
easy as in the United States, but on the other hand loans 
are made on a more scientific basis, that there is no more 
discrimination as to interest rates in Canada than there 
is in the United States, that the Canadian banks served 
their country more effectively during the “‘ . . . complex 
years following the World War and the desperate years 
of the late depression than the unit banking system of 
the United States served that country.” 

It should be said that further steps have been taken 
to make the Bank of Canada a government institution 
since this volume was published. In that respect our 
own banking system, legally speaking, is closer to the 
system of the mother country than is true of Canada. 
Dr. Holladay has written a clear analysis of the Cana- 
dian banking system and his book should prove to be 
extremely useful to all protagonists of unit banking, for 
they appear to be poorly informed about the Canadian 


system and, therefore, disposed to make many inac- 
curate statements about it. University classes in bank- 
ing will also find the book exceptionally useful, espe- 
cially when used along with other treatises which give 
more historical background. Unfortunately, the price 
of the book tends to defeat this latter purpose. A num- 
ber of typographical errors were noted. 
E. A. Kincarp 
University of Virginia 


The Income Structure of the United States. Maurice 
Leven. (Washington: The Brookings Institution, 
1938, pp. x, 177. $1.50.) 


In the preparation of this study, Mr. Leven was as- 
sisted by Kathryn Robertson Wright. Dr. Nourse, the 
Director of The Brookings Institution, informs us that 
“This brief volume not merely presents important in- 
formation as to the distribution of the national income 
among the several groups but also analyzes the factors 
which determine and influence it.’”’ This is a rather 
modest statement of the excellent qualities of the work, 
for it will be found very satisfying to those who wish 
a clear and relatively simple answer to several impor- 
tant questions about this significant subject. The au- 
thor admits that his major concern is with “... the 
simpler elements of the income structure, such as the 
individual recipient or the family.” 

The first seven chapters are devoted to the causes of 
the wide variation found in the incomes of the American 
people, while the remaining three chapters analyze the 
changes in the income structure. In the first part there 
is interesting material on geographic differences in 
wages and it is pointed out that “‘. . . the low average 
income of the South is to no small degree due to the 
inclusion of the southern Appalachian hill farmers who 
by no means live under the order of current civilization 
as characterized by the money economy; it is also due 
to the inclusion of the large population of tenant 
farmers whose income is low largely because of poor 
utilization of working time, deficient resources, and lack 
of proper machinery” (p. 42). There is also a chart de- 
picting income classes (in dollars) by states and the 
bulk of the South is in the lowest classification, that 
under $400, while the remainder, if Missouri be ex- 
cluded, is in the class with dollar incomes ranging from 
$400 to $600. But it is pointed out that the differentials 
between the South and the North for skilled trades ap- 
pear to be much smaller than for non-skilied. 

There is also significant material bearing on the dis- 
tribution of income with respect to “color” of the popu- 
lation, but it is limited to negroes, for there appears to 
be no reference to Japanese, Mexicans, Indians, or other 
racial groups. It is shown that “Less than a quarter of 
the colored farmers own their land; most of the tenants 
are croppers without implements or stock. Farms oper- 
ated by colored farmers average approximately 45 
acres; those of white farmers about 180 acres. Likewise 
the value per farm for colored farmers in 1930 was only 
20% as great as that for white farmers.” After ex- 
amination of available material the author concludes 
that “...on the average colored families had only 
about one-third the income of white families. ...In 
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Columbia, South Carolina, the median incomes of white 
and colored families covered in the same survey were 
$1,859 and $548 respectively; in Mobile, Alabama, 
$1,402 and $445; and in Albany, Georgia, $1,653 and 
$392.” 

Chapter V, ‘‘Group Action”’ is exceptionally interest- 
ing, for here the author deals with “‘. . . three major 
economic classes in the American population whose in- 
terests are frequently at variance with one another— 
business or ‘industry,’ agriculture, and labor.” In con- 
nection with the farm group it is remarked that ‘“‘Even- 
tually, . . . when the public debt is paid, the non-farm 
groups will undoubtedly bear the greater part of the 
burden.”’ As for the labor group, it is pointed out that 
“* .. increased pay for all—to the extent that it is 
forced beyond the growth in general productivity— 
would mean a rise in the cost of practically all commodi- 
ties and services. The advantages gained would there- 
fore be largely nullified by the increase in the cost of 
living.” Again, it is said that “‘... the betterment of 
the incomes of the masses must come mainly from pro- 
duction rather than from bargaining, from increased 
output rather than restriction.”” One cannot but wonder 
how long it will take the so-called statesmen and in- 
telligent voters to grasp this fact. The answer will deter- 
mine the long run trend of general well-being and no 
amount of manipulation and management can get 
around this fact. 

In the chapter, “‘Variations Due to Ebb and Flow of 
Business Activity,” there is an interesting discussion of 
immobility and stranded populations. Reference is 
made to Dr. Goodrich’s Migration and Economic Op- 
portunity where four major regions with stranded 
populations are referred to. These include the southern 
Appalachian coal plateaus, the old cotton belt, the cut- 
over regions of the Greak Lakes states, and the great 
plains. In each of these regions “ . . . poverty was ramp- 
ant because the resources were not sufficient to support 
the population. . . . ” In the following chapter “‘Second- 
ary Income”’ is taken up. Here the author has in mind 
** _, . allocations of income which are not determined 
by the services rendered by the recipients but by cir- 
cumstances arising primarily in social organization.” 

In discussing “‘Wage Changes Since 1929” it is 
pointed out that hourly earnings in May 1937 were 

17% higher than in 1929 and actual hours of work 
15.7% lower. This was translated into a reduction of 
1.4% in weekly earnings’ (p. 109). Obviously these fig- 
ures show that the economic status of labor was actually 
not keeping pace with the hourly earnings. It was diffi- 
cult to improve the status of labor where productivity 
is on the decline. There is also a striking passage in the 
discussion of ‘“‘Changes in Group Income,’’ where it is 
pointed out that “‘... with the increased labor force 
and the same productive efficiency of that obtained in 
1929, the product income in 1937 should have been 89 
billions instead of 76 billions.’’ It seems obvious that 
there are forces inherent in our economic fabric which 
are stubborn and persistent barriers to attainment of 
any real and lasting increase in the real income of the 
people. 
One cannot ignore such statements as the following: 


‘“« . . while the per capita purchasing power of the agri- 
cultural income of farmers and their families appears to 
have risen about 11% above that of 1929, the pro- 
jected per capita purchasing power of the nonfarm pop- 
ulation is still about 14% below 1929.” It would 
seem that maladjustment continues, with the unbal- 
ance shifted in favor of the farmer. Obviously this is no 
basis for prosperity. In this connection it is well to 
ponder the statement that “‘ . . . corporate earnings for 
the first three quarters of the year appear to have been 
about 70% of 1929.” 

There are several statistical tables in the appendix 
to the volume and citations to source material in the 
footnotes, but there is no bibliography. Interesting 
charts and tables help to support the discussion, and 
fortunately this feature is not overdone. Something 
might be said in criticism of this volume, but there is no 
point in referring to minor deficiencies in the face of its 
obvious merits. There has been much loose talk about 
the nature of our economic problems largely because it 
has not been tied to the ultimate consideration, the 
facts about the national income and its distribution. 
Moreover, much that has been written on the subject 
is to technical and made so obscure and confusing for 
the general reader by excessive statistical treatment, 
that there is need for a relatively simple and clear analy- 
sis such as Dr. Leven has developed. Business men who 
pride themselves on being practical will find some solid 
factual material well worthy of pondering and the same 
surely may be said for the labor leader and the farmer. 

E. A. Kincaip 

University of Virginia 


The Dollar. A Study of the ““New’’ National and Inter- 
national Monetary System. John M. Donaldson. 
(New York: Oxford University Press, 1937, pp. xix, 
271. $3.75.) 


The author states that his “‘ . . . fuller purpose is to 
combine, the descriptive, the theoretical, and the empir- 
ical methods, with emphasis as far as possible on the 
last named. That is, monetary measures are to be de- 
scribed, and some consideration is to be given to mone- 
tary theory. Then, the important job is to endeavor 
inductively to analyze the effects of the measures, to see 
if they have worked as may have been intended and in- 
cidentally if they bear out given theoretical hypotheses.” 
In carrying this purpose he has written besides an intro- 
ductory discussion six chapters in two parts, one of 
which relates to the national situation and the other to 
the international. There is also an appendix of more 
than fifty pages. . 

The first chapter deals with ‘‘Monetary Terms.” 
Here he defines money “... unless otherwise indi- 
cated . . . to mean (1) currency in the sense of all regu- 
larly circulating medium of hand-to-hand exchange . . . 
plus (2) credit in the form of bank deposits.” Dr. 
Donaldson takes exception to the definition of “‘Devalu- 
ation’”’ worked out by Thomas Balogh, in The Encyclo- 
paedia of the Social Sciences, and calls attention to 
‘“* . . the almost infinite variety of types of devaluation 
which must now be recognized . . . .” He finds that the 
term, inflation, has fallen into ‘“‘...such loose and 
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varied popular usage . . . that it is of questionable serv- 
ice to economic terminology except for very broad pur- 
poses, and it may be best to employ it sparingly.” 

Monetary events and monetary policy are reviewed 
in Chapter II, and Chapter III takes up “Monetary 
Theories” for the purpose of examining “‘ . . . theoreti- 
cal hypotheses which may lie behind such policy . . . .” 
In this connection the quantity theory and business 
cycle theory are given some attention and it is con- 
cluded, with reference to the former, that it has serious 
deficiencies and among them, “.. . that of regulating 
or even influencing velocity of money by monetary 
measures is probably the greatest,’’ but this is not neces- 
sarily a fatal obstacle to the use of the quantity theory 
for control purposes. But, it is essential to bear in mind 
that “Monetary ends cannot be final ends.” 

In discussing the latter, i.e., monetary theory and 
the cycle, Dr. Donaldson deals with the deficiencies in 
theory as developed but he is willing to admit that 
“., theory may offer monetary explanations of dis- 
turbances and depressions without admitting the place 
of monetary remedies. By and large, . . . the trend of 
recent thought has apparently run toward giving money 
an important or central place in major economic fluctua- 
tions; and consequently toward assigning a significant 
and positive role to monetary policy in the attempt to 
control such fluctuations... .” 

The discussion then passes to “Effects on the In- 
ternal Economy,’ Chapter IV, where it is observed that 
“ .. the fixing of the price of gold at $35 from Janu- 
ary 31, 1934, and even the formal reduction of the gold 
content of the dollar from that date, fail to show cor- 
relation in the subsequent statistics of other phe- 
nomena....” Here again reference is made to the 
limitations upon monetary management to meet the 
ends of policy to be found in the inability to control the 
velocity of money, particularly the bank credit portion 


of it.  . . . money velocity remains one of the major un- 
solved problems in dollar policy.” Thus, is remarked 
that “‘. . . the money turnover in terms of national in- 


come of the United States steadily declined during the 
very years when governmental monetary policy was 
most actively expansionist ... .” 

Chapter V, “International Backgrounds and Theo- 
ries” begins Part II, which deals with the international 
aspects of the subject. The results of the Lausanne and 
the London Conferences are first presented as a back- 
ground of Dollar policy pursued thereafter. Then comes 
a discussion of the classical and neo-classical theories 
of international prices in the light of their significance 
under existing conditions. Dr. Donaldson admits that it 
is difficult to prove, inductively, that the classical the- 
ory does not work, and he appears to think that under 
the neo-classical modifications of the classical theory, 
“... the strong colours of the old theory tend to wash 
out....” In any event we are sufficiently on the gold 
standard or insufficiently off so that gold flows tend to 
have disturbing influences. 

Devaluation as a policy comes in for rather careful 
examination and its influence upon external and in- 
ternal trade. It is made clear that non-monetary factors 
are of considerable consequence in the response of prices 


to devaluation. Capital flows are given some attention 
and it is shown that “‘. . . a country’s monetary policy 
may have far-reaching effects upon different ones of its 
external economic processes.’’ Neisser’s contribution to 
the subject is presented in substance and in this connec- 
tion it is observed that “The main recovery task of a 
country is to resist deflationary pressure from other 
countries ...” even though that may involve aban- 
donment of the gold standard. Even so, in practice 
fluctuating exchange rates do not seem to interfere 
greatly with the revival of international trade. 

Chapter VI considers ‘‘External and International 
Economic Effects” of policy with reference to the dollar. 
Dr. Donaldson believes that ‘“There can be no question 
of the general tendency of the dollar to decline (as a re- 
sult of the policy pursued) in its foreign exchange value. 
But this decline set in before the devaluation and before 
the gold-purchase plan.”’ As the discrepancy between 
the export and import indices did not exist in 1929, and 
arose thereafter, it was apparently a phenomenon of the 
depression rather than of the recovery period and the 
new monetary policy. More specifically, it is held that 
“« |. . currency adjustment, probably not a prime cause 
of the changed capital position, helped to precipitate or 
at least to accelerate it.”” In Chapter VII, “Interna- 
tional Stabilization,” it is concluded that “ . . . the new 
international arrangement did not constitute a restora- 
tion of the gold standard, nationally or internationally.” 
Indeed, the new international arrangements undertake 
international stabilization in a new way. 

In summary, it should be said that this is a cautious 
analysis of the national and international position of the 
dollar which is commendable because (a) it is not too 
involved to be of value to the general reader, (b) be- 
cause the author is always conscious of the limitations 
of a purely monetary, especially a quantitative, ap- 
proach to the problems involved, and (c) because he 
avoids certain difficulties that would be certain to arise 
from a more exhaustive study which would probably 
defeat the objects he has in mind. The method em- 
ployed and the limitations as to scope have resulted in a 
certain amount of obscurity here and there, though per- 
haps it would be more accurate to say that it is hesita- 
tion to fully commit himself rather than obscurity that 
creates this impression of the author. There is a pleasing 
freedom from dogmatism and an over-anxiety to avoid 
cocksureness which is in marked contrast to some 
treatises on the subject. The volume will well repay 
careful study for more is said than appears at first read- 
ing. 

University of Virginia E. A. Kincalp 
The Causes and Prevention of Corporate Bond Default. 

David B. Jeremiah. (Philadelphia: University of 

Pennsylvania, 1936, pp. 155.) 

The Nature and Extent of Losses to Bondholders in Cor- 
porate Reorganization and Liquidation. William E. 
Warrington. (Philadelphia: University of Pennsyl- 
vania, 1936, pp. 236.) 

Mr. Jeremiah has compiled a list of defaults, not in- 
tended to be exhaustive, based upon Poor’s Cumulative 
Index, covering the years from 1919 to 1928, inclusive. 
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The total par value involved is $1,688,445,797. The list 
is classified as to public utilities, railroads, industrials, 
real estate and finance companies. In Chapter II 
“Causes of Default’’ are taken up. Indeed, the author 
has made a chart in which he shows the distribution 
among eighty-six corporations of the forty-four causes 
which he has differentiated. However, he does not ac- 
cept in each instance the causes of default alleged by 
those who made investigations or reports. Rather they 
are subjected to analysis and an independent conclusion 
is arrived at. The analysis of causes begins with ‘“‘Ac- 
cumulation of Bank Loans” and concludes with ‘‘Un- 
favorable Rates and Fares.” 

The method employed involves a determination of 
the responsibility of the management of a given corpora- 
tion for the default. If the management is not responsi- 
ble then the alleged cause is accepted as valid. Thus, it 
is said with reference to ‘‘Payment of High Prices for 
Property,”’ (p. 86) “‘ . . . that the management of a cor- 
poration is entirely responsible for the prices paid for 
its property, if they are too high and default occurs it is 
due to management, and the payment of high prices for 
property is not a cause of default.’ Again, lack of work- 
ing capital is not “... an acceptable cause of default 
since it results almost entirely from decisions of the 
management....’’ But, in speaking of “Inability to 
Obtain Fixed Capital,’ the author remarks, “In as 
much as the investor cannot be forced to accept the 
securities of a corporation the inability to obtain addi- 
tional fixed capital is acceptable as a cause of default.” 
Hence, it is apparent that the decision as to the validity 
of an alleged cause of default involves the drawing of 
some rather fine distinctions. 

Dr. Jeremiah finds the following unacceptable (as 
such) as causes of default: Accumulation of bank loans, 
advancement of capital to other companies, assumption 
of obligations of other companies, calamities (insurable), 
cost of financing, decreases in sales (due to causes other 
than changes in demand) delay in collecting outstanding 
accounts, excessive inventories, excessive trade liabili- 
ties, expansion, high operating or production costs (due 
to management), high royalties payable, inadequate 
maintenance of property, ineffective sales organization, 
lack of working capital, losses in sales of fixed assets, 
manufacturing difficulties, operating losses (due to 
management), over-capitalization, payment of high 
prices for property, strikes (when position of manage- 
ment cannot be justified), and under-financing. He then 
adds, ‘‘The above events and actions are the direct re- 
sult of decisions of the part of the managements of cor- 
porations and when default occurs as a result of their 
existence, it is due to ineffective management. Ineffec- 
tive management is an acceptable cause of default.” 
There follows a list of other acceptable causes of de- 
fault. 

There is a chapter on “Federal Regulation and the 
Prevention of Default,”’ another on “‘State Regulation 
and the Prevention of Default.’’ Then comes a discus- 
sion of “The Investment Banker and the Prevention of 
Default” and the final chapter, ‘“The Corporate Trustee 
and the Prevention of Default.” 

This thesis contains much of interest on an interest- 
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ing subject. It is an attempt to get down to ultimate 
considerations, but the dearth of actually dependable 
material or data at times appears to make the conclu- 
sions somewhat uncertain. In some instances the basis 
for the alleged cause of default is not presented at all or 
not sufficiently, but this is probably due to lack of data. 
When allowance is made for this factor, it is only fair to 
say that the author has done a creditable piece of work. 

Dr. Warrington starts off with a classification and 
analysis of Corporate Bond Defaults from 1919 to 1928, 
inclusive. He finds that ‘“The average of all bonds out- 
standing for the ten years was $34,143,532,750. Total 
defaults for the period amounted to $1,689,727,564 or 
4.99%,.”” After allowance for bonds reinstated or not 
disturbed by reorganization, the total of defaults came 
to 4.62%. In addition it is found that “. . . a fraction 
over 82% of the defaulted bonds were mortgage 
bonds. ...”’ Classified by industries, public utilities 
made up 45% of total defaults, steam railroads 26.6%, 
industrials 23.4% and miscellaneous 5%. ‘“‘This means 
that approximately three-fourths of all the defaults oc- 
curred in the bonds and notes of regulated industries.” 
It is found that those industries which had the largest 
growth in bonded indebtedness during the decade had 
the smallest proportionate amount of default. Thus, the 
“« . . light and power industry, with a growth of 245%, 
only defaulted .7% of the average bonds outstanding, 
while the street railway industry, with a growth of 16%, 
defaulted on 24.1% of the average bonds outstanding. 
Furthermore, telephone and gas companies, which 
showed a growth of 162% and 68%, respectively had 
no record of default for the decade.” 

Chapter II, “Analysis of the Defaulted Steam Rail- 
road Bond Issues, 1919 to 1928 inclusive’”’ leads to the 
conclusion that liquidation of a corporation will gen- 
erally involve the bondholders in a loss of principal, if a 
substantial portion of the bonds is still outstanding. 
Moreover, the bondholders suffer a much smaller loss in 
principal in reorganization than in liquidation. The 
length of the interval between default and reorganiza- 
tion or liquidation is responsible for a serious loss to 
bondholders and it is also concluded that bonds of one 
corporation endorsed by another have thereby no added 
value. In other words, “Endorsement is nothing more 
than an extra selling argument when such bonds are 
first marketed.” 

‘‘Analysis of Defaulted Interurban Electric Bond Is- 
sues, 1919 to 1928 inclusive,” Chapter III, considers 
sixty-five bond issues of interurban electric railroads 
which were involved in reorganization proceedings. It is 
shown that the holders of the bonds of those companies 
which were reorganized lost an average of 64% of their 
principal. The following chapter deals with defaulted 
urban electric railroad bond issues of which fifty-six de- 
faulted in the same period and thirty-seven participated 
in reorganizations. In the process, ‘‘Both first mortgage 
bonds and collateral trust bonds and notes show a loss 
of 17%.” Electric light, gas and power companies suf- 


_ fered less in this period than other groups, according to 


Chapter V. One of the most interesting chapters is that 
relating to defaulted industrial bond issues and it is 
remarked that “‘ . . . 151 corporations defaulted on 173 
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bond issues with a face value at the time of default of 
$481,337,000.” These are analyzed by groups according 
to the nature of the industries involved. 

The final chapter, “Summary and Conclusions,” 
shows that 57% of the capital represented by inter- 
urban electric railway bonds that defaulted was defi- 
nitely lost as against 10% for urban electric railway 


bonds. “‘Taking the two together... , they show the 
greatest percentage of capital loss to total bonds out- 
standing of any of the groups.’’ Agricultural machinery 
stands next highest with 53%, while coal mining stands 
third with a capital loss of 49% of the amount of bonds 
defaulted. The author believes, ‘The fact that . . . bonds 
are to be secured by a pledge of property is the least de- 
pendable measure of ...” their value. There are six 
appendices of helpful supporting data. 

The reviewer is one of those who firmly believe in 
post-mortem analysis of causes of failure and he there- 
fore commends this study to all students of corporation 
finance. It is an effort to get at underlying facts about 
the functioning of our corporate system of industry and 
we cannot have too much information on the subject. 
There is no effort made to relate the defaults to eco- 
nomic innovations such as the rise of the automobile 
industry and its impact upon electric railways trans- 
portation, nor is there a discussion of the relation 
between the failure of agricultural machinery manufac- 
turing corporations and the great agricultural depres- 
sion that began about 1920, but there is a very useful 
body of data for those who are interested in these rela- 
tions. 

E. A. Kincalp 

University of Virginia 


World Economic Survey, Sixth Y ear, 1936-37. (Published 
by the Economic Intelligence Service of the League 
of Nations at Geneva, 1937, pp. 261. $1.50. Cloth 
bound, $2.00.) 


The high quality of this series is sufficient testimony 
of the excellent quality of the work of the author of this 
additional number, for it fully measures up to its prede- 
cessors. There are nine chapters, a chronological list of 
economic events, a list of tables and diagrams and an 
index. 

The survey begins with a chapter on “An Alignment 
of Currencies,”’ in which it is said that ‘‘The relative 
stability of the three leading currencies . . . has meant 
a virtual stabilization of the great majority of exchange 
parities the world over.’’ But it is admitted that in so 
far as a new international monetary standard has been 
created, it is definitely a managed standard. Moreover, 
a monetary system of this kind calls for very careful 
management, “ . . . for at times it may be right to allow 
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exchange movements to affect the internal credit base.’’ 

As for recovery, Chapter II, the United States had 
just reached the point of returning prosperity at the end 
of 1935, while in some other countries there were signs 
of a boom, especially in Germany, and the author is 
willing to agree that the rearmament program there af- 
fected as much as 60% of all German industry. But it is 
pointed out that rearmament expenditures had little 
effect until after the middle of 1936. One of the excellent 
features of these surveys is their international point of 
view. Thus, speaking of gold sterilization, ‘This... 
policy not only depressed the dollar’s exchange value 
but involved fresh government expenditure and also 
checked the rising tendency of prices in the United 
States, thereby arresting one means of righting the ex- 
change disequilibrium between that country and the 
rest of the world.” 

It is shown that there was a very substantial and gen- 
eral recovery on an international scale in 1936, due to 
the play of broad general economic forces, but it is also 
pointed out that “‘As recovery in production accelerated 
in 1936 and early 1937, ... ‘bottlenecks’ of industry 
became more frequent and pronounced.”’ There is a 
striking passage which is the basis for much medita- 
tion—‘‘ ... the hard core of unemployment must be 
reckoned as larger than before the depression’’ and it is 
shown that, as a contributing factor, “ . . . the barriers 
to trade, although modified in some degree, remain al- 
most intact.’’ Obviously the policy of national economic 
self-sufficiency becomes a factor, although “.. . by no 
conceivable measures can even the most favourably 
situated country make itself self-sufficient.” 

The discussion of ‘The Control of Credit,’’ Chapter 
VIII, is especially valuable because of certain striking 
contributions, among them, ‘Only by greater rise in 
prices in the gold-receiving than in the gold-losing coun- 
tries, coupled with freer imports into the gold-receiving 
countries, could the flow be reversed and the stock of 
gold be more evently distributed.’”’ The rather wide 
spread between short- and long-term interest rates is 
attributed to the investors’ lack of confidence, which 
hampered the shift of funds from the short-term to the 
long-term capital markets. But it might be said that the 
price of long-term governments does not indicate any 
such lack of confidence in the long-run situation. 

There is a certain cool dispassionateness, a structure 
of analysis built upon facts, and what might be called 
an exceptionally effective external point of view of 
world conditions, that make this Survey peculiarly 
valuable to all students of current problems. Indeed, 
the Survey is one of the outstanding contributions of 
the League to the solution of the world’s ills. 

E. A. Kincarp 

University of Virginia 


UNIVERSITY NOTES 


UNIVERSITY OF CHICAGO 


Willard J. Graham, associate professor of ac- 
counting, was visiting professor in the University 
of North Carolina Law School during the summer 


quarter. The course taught was “Accounting in 
Law Practice.’ Professor Graham’s book bearing 
the same title and recently revised was the text 
used. 
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UNIVERSITY OF CALIFORNIA AT LOS ANGELES 


W. E. Karrenbrock will remain as assistant 
professor of accounting. Harry Simons has been 
appointed as a lecturer of accounting. Mr. 
Simons was formerly an associate in accounting 
and received a C.P.A. certificate from the state 
of California this year. 

The Los Angeles chapter of the California 
Society of Certified Public Accountants held a 
joint meeting with senior majors in accounting in 
the School. Professor W. A. Paton gave an ad- 
dress on accounting principles at the meeting. 


UNIVERSITY OF CINCINNATI 


Kenneth Hittinger has left to accept another 
position. William H. Thomas from the Uni- 
versity of Illinois has been appointed instructor 
in commerce. William Mers, C.P.A., taught a 
course in governmental accounting this summer. 

New courses consist of: (1) second year work 
in business law; and (2) an advanced course in 
accounting given by Professor A. W. Holmes. 


UNIVERSITY OF ILLINOIS 


Kenneth L. Smith, M.S., C.P.A., has been 
added to the staff with the rank of assistant 
professor of accountancy. Mr. Smith has had 
eleven years of experience in accountancy prac- 
tice, the last two years of which were spent with 
the Federal Power Commission in Washington, 
D. C. Returing to the university to join the 
teaching staff is Nelson D. Wakefield, B.S., 
C.P.A. During his absence Mr. Wakefield was 
engaged in professional and private accountancy 
work in Chicago. 


INDIANA UNIVERSITY 


Professor R. M. Mikesell is on leave for 1938- 
39. He expects to continue research and advanced 
study at Northwestern University. Professor 
Mikesell’s work will be taken over during his 
absence by Richard Strahlem, who holds a C.P.A. 
certificate from the state of Indiana. 

Assistant Professor Robert Walden, C.P.A., 
completed the work for his doctor’s degree this 
summer at the University of Iowa. The subject 
of his dissertation was “Municipal Electric Util- 
ity Accounting.” 

The accounting club, formed last year, had a 
successful record. Programs consist of addresses by 
prominent men, followed by discussion from those 
in attendance. 


UNIVERSITY 


Assistant Professor C. R. Niswonger is on 
leave in order to do graduate study at the Ohio 
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State University. William H. Whitney will take 
over the work of Professor Niswonger during hig 
absence. : 


MONTANA STATE UNIVERSITY 


The School of Business Administration spo 
sored a tax conference which was held July 25-27; 
Speakers were: Davis C. Coyle and John A. Reig 
of the judicial department of the Federal ince 
tax unit, Washington, D. C., and George Abbott) 
C.P.A., who has had long experience with c 
held before the Board of Tax Appeals. 


UNIVERSITY OF NEBRASKA 


Raymond C. Dein, instructor in accounting, 
has resigned in order to work for a doctor’s degreg: 
at the University of Minnesota. Mr. Orleigh R. 
Burton has been appointed to fill the vacancy. 


UNIVERSITY OF OKLAHOMA 


Q. P. Spradling is leaving to become a memb 
of the auditing department of the University, 
Leroy O. Smith, of Amerillo College, has been ap 
pointed instructor in accounting. 

Farrar and Rinehart, Inc., have just published! 
working papers to accompany Professor John- 
son’s text, Principles of Accounting. 


UNIVERSITY OF OREGON 


Professor C. Lyle Kelly will soon complete 
book of C.P.A. problems. 


SOUTHERN METHODIST UNIVERSITY 


A. W. Fescue, Jr., associate professor of ac 
counting and statistics offered a course i 
statistics this summer in the College of the Ci 
of New York. He exchanged positions for the’ 
summer with John M. Firestone, assistant pro 
fessor of statistics. 


GRADUATE SCHOOL OF BUSINESS 
STANFORD UNIVERSITY 


Dean J. Hugh Jackson was elected president 
of the National Association of Cost Accountants 
at the 19th annual convention of the association 
held in Chicago, June 20-23. Dean Jackson read 
a paper on “Underlying Principles of Cost Com 
trol” before the association. 


UNIVERSITY OF TEXAS 


Fladger F. Tannery has been promoted to th 
rank of assistant professor. He has returned aftet 
having served for two years as assistant state 
auditor of the state of Texas. Coleman C. Gulley; 
instructor in accounting, has been granted t 
Texas C.P.A. certificate. 
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